
BUSINESS BUDGETING 

AND 

BUDGETARY CONTROL 




BUSINESS BUDGETING 

AND 

BUDGETARY CONTROL 


By 

WALTER SCOTT, a.i.c.a., a.c.a.a., f.a.i.s., 
Consulting Accountant 


Australia 

THE LAW BOOK COMPANY OF AUSTRALASIA PTY LTD. 


SYDNEY 140 Phillip Street, 

MELBOURNE - - - 425 Chancery Lane, 

BRISBANE 21 Adelaide Street. 

ADELAIDE - - - - 12 Pirie Street. 

1939 



Printed in Australia by 
M archant & Co, Pty, Ltd., 
Sydney. 

104 $. 

Registered at the General 
Post Office, Sydney, for 

transmission through the 

post as a hook 



FOREWORD 


Budgeting in industry is essentially a post-war development. Its 
growth, even in overseas countries, is largely confined to the past 
decade. Here, in Australia, its adoption is only now becoming 
evident. There have, of course, been isolated instances of bud- 
geting and the use of budgetary control in the past, but these 
have been, in the main, limited to Australian branches of over- 
seas organisations. 

Unlike Cost Accounting the literature on budgeting and 
budgetary control is comparatively small, possibly owing to its 
recent adoption and late development. Indeed there have been 
few attempts, even in overseas countries, to collate the experi- 
ences of the past ten years, and to enumerate therefrom prin- 
ciples which can be used to guide those who are becoming in- 
creasingly aware of its importance. The notable exception in this 
regard is to be found in the Bulletins of the National Association 
of Cost Accountants of U.S.A. whose members bear striking 
testimony to the potentialities of this, the latest tool in man- 
agerial control. As far as the writer is aware this is the first 
attempt to set forth the theory and practice of budgetary control 
in a manner suitable for use under Australian conditions. 

In addition to a description of fixed budgeting, including a 
discussion of the various budgets necessary for the prosecution of 
budgetary control, opportunity has been taken of including a 
description of variable budgeting together with, as a necessary 
corollary, an examination of the principles of profit control. The 
writer is not aware of any publication even overseas which has 
endeavoured to set forth the principles of fixed budgeting, then 
proceeding by logical advance to the more intricate and more 
effective variable budgeting and profit control. Inseparable from 
these studies is included the full interpretation of the fixed and 
variable elements in expense. It is felt that its treatment will 
enable all types of organisations to arrive at an understanding of 
principles involved and to commence budgeting in a manner 
most suitable to their particular needs. One chapter on the 
psychological aspects of budgeting has been included and the 
book is completed with a study of purely Australian conditions. 

That budgetary control has come to stay cannot be doubted. 
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The experience overseas offers ample proof that the budget is 
now being recognised as an essential management aid. The 
National Industrial Conference Board of IT.S.A. in its report od 
budgetary control in manufacturing industry in U.S.A, as long 
ago as 1931, commenting upon the fact that of 294 organisations 
circularised regarding their experiences of budgetary control 
stated that only four reported against it. ^^In respect to com- 
panies that have not yet started to budget, it said, ‘'considera- 
tion of the benefits to be obtained from the installation of a 
budget would seem to suggest that a start be made without 
further delay.’' 

The consensus of opinion amongst those who count in Ameri- 
can and British industry is unanimously favourable and in 
most cases, enthusiastic, and the remarkable results achieved 
overseas are within the reach of those Australian organisations 
which are prepared to examine the principles of budgeting and 
to use budgetary control as an aid to management. 

Business men everywhere are desiring to know more and 
more of this subject. They are recognising that it is sponsored 
by the leaders of industry; that the claims made for it are un- 
equivocal and indispensable; that its adoption confers benefits 
which in these days of fierce competition the business man cannot 
afford to ignore. Prom the many remarkable testimonies let me 
quote one by Mr. S. W. Shibley, Vice President of the Bankers 
Trust Co., New York, and the author of "The New Way to Net 
Profits,” who, speaking of budgetary control said: 

There is a secret gold mine in Budgetary Control which a select few have 
discovered and are mining profitably. 

A budget is not only a money maker, but the greatest money saver ever 
discovered. 

I like to tell what Budgetary Control has accomplished under my 
observation. 

I have seen the stock of one corporation reduced from 170 million 
dollars to less than 90 million dollars, and a larger business done on the 
smaller stock. 

I have seen stock turnover in several large corporations not only doubled 
but quadrupled. I have seen a stock turnover of four times a year in- 
creased in a single year to thirteen times. 

I have, seen a corporation so hopelessly involved in 1921 that its bankers 
dared not let it go into bankruptcy, pull out under a new management and 
Budgetary Control so that it paid all its debts in 1925, and earned better 
than 10 per cent on its common stock. 

I have seen a company so heavily indebted to the banks that its stock- 
holders threw up their hands, requested the banks to secure new manage- 
ment and attempt to save a portion of their equity, transformed into a 
most successful operating company in less than two years, by efficient 
management and Budgetary Control, with money on hand at the present 
moment to retire all its banking indebtedness. 

I have seen a corporation which lost $29,090,000 in three yeais prior 
to 1924, transformed into a successful corporation earning in 1925 about 
$2,000,000, simply by the injection of a new president and Budgetary Con- 
trol. 

The banker is bound to respect and esteem the Budgetary System, He 



POKEWORD 


vii 

feels altogether more con:fidenee in a customer who knows all the time where 
he stands and where he is going than in one who moves forward without 
plan or forecast, simply doing the best he knows how. 

Nor is this experience confined to America. In an article 
‘‘What British Business expects of Budgetary Control/’ Mr 
Robert Ashworth, Controller of Electric and Musical Industries, 
Ltd, England said : 

The general experience of the many welPmanaged concerns in Great 
Britain which are employing budgetary control is that: 

1. It provides an effective means of controlling all activities, includ- 
ing those of executives, and at the same time is sufficiently flexible 
not to hamper business. 

2. It gives directors a useful basis upon which to build their policy. 

3. It forms a useful means of communicating company policy. 

4. It directs attention to the full economic use of the capital em- 
ployed in the business. 

5. It fosters co-ordination of the efforts of the whole organisation. 

6. It breeds co-operation. 

7. It saves loss through wastage and leakage. 

Nor can the accountant be blind to its advance, because, like 
all else in business, results are finally interpreted in accounting 
terms and upon the accountant will fall, in the majority of cases, 
the duty of directing the initial installation of budgetary pro- 
cedure. Recognition of this fact can be seen in the tendency to 
include budgetary control as part of the curriculum at least of 
post-graduate accountancy courses. It is confidently anticipated 
that a knowledge of budgeting will shortly be necessary in order 
that the accountant may adequately measure up to that larger 
sphere of accounting service, the scope and pattern of which is 
only now beginning to take shape. 

Even apart from this factor there is a clarion call to the 
accountancy profession in view of the intense interest being mani- 
fested by bankers everywhere in business budgets. A special sub- 
committee of the Belgian National Committee for Scientific Man- 
agement reported at the International Congress in 1932 in favour 
of the granting of bank credit being made conditional on bud- 
getary control, and to this end drew up a plan for the gradual 
extension of budgetary control methods throughout Belgium, 

In the foregoing therefore lies my excuse for attempting to 
place before business men and accountants the principles of this 
newest development in managerial control. Its purpose is to ex- 
plain the principles of, and to create a desire for, budgetary con- 
trol and it is my eaxnest wish that this book will worthily 
accomplish these aims, for the text is based not upon abstract 
theory but upon practical application and is the result of actual 
experience. 
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BUSINESS BUDGETING AND BUDGETARY 

CONTROL 


Chapter I 


THE PRINCIPLES OF BUDGETING 


Budgeting and Budgetary Control defined — ^the development of 
budgeting — steps in the growth of the budget — -the development 
of flexibility — types of budgets — ^purposes of the budget plan — 
limiting factors — relationship to accountancy — and to cost 
accountancy — essentials of effective budgeting — the budget com- 
mittee — the budget officer — ^the budget period — commencing 
factors — the initial budgetary programme — reviewing the budget — 
budget manual — the master budget — approval. 

Budgeting and Budgetary Control Defined. 

In simple terms, a budget can be described as an estimate of 
future needs, calculated for a definite period. When used in 
connection with budgetary control in business however, it is 
a planned forecast of anticipated business operations and re- 
sults covering a definite period and expressed in accounting 
terms. Budgetary Control may be interpreted as the use of 
this forecast as an instrument for the guidance of business 
operations. Not only are estimates involved, but also a plan 
whereby the operations of all departments are logically related 
to each other and are co-ordinated to make possible a formu- 
lated programme which acts as the basis for the control of part 
or the whole of the business during the budgetary period. 

There are three simple steps in the preparation of the 
Budget — 

1. Estimates covering the budgetary period are de- 
cided upon for each department of the business. 
These figures are co-ordinated to provide a com- 
plete and total estimate for the whole business. 


2 . 
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3. Data and reports are prepared during the period, 
for the purpose of comparing the estimated figures 
with ihe actual results obtained, and for the for- 
mulation of controlling plans for the future where 
these are necessitated by results. 

The Development of Budgeting. 

The term Budgeting is and has been for many years quite 
a familiar one in many countries in its application to Govern- 
ment financial policy. Indeed, the definition often found in dic- 
tionaries is ‘‘a sack/’ and the word is derived from the French 
^'bougette,’’ a ^'bag or pouch,’’ the term apparently being 
coined because the Chancellor of the Exchequer of the English 
Cabinet used to appear before Parliament with his papers in 
a bag or sack. As far as business is concerned, however, the 
budget is a comparatively recent development, and its birth 
was largely due to the imperative necessity for readjustment 
demanded by post war conditions. It must not be inferred that 
no business budgets were to be found before the war, but the 
pioneers were few and consisted for the most part of larger 
companies in U.S.A., and, to a lesser degree, in England. 

That there was merit in the idea was proved firstly by the 
fact that budgeting was persevered with, and secondly by the 
number of additional companies which adopted the procedure 
year by year. The results in the ^arly yeai-s, and even up till 
1926, were som-ewhat conflicting and often hazy. Some declared 
it to be a heaven-sent device for the solution of industrial ills, 
whilst others decided that its benefits were illusory, the ideals 
being shattered by actual results. The major portion of in- 
dustry, however, adopted a non-committal attitude of awaiting 
further information and more definite results. 

The world depression of 1929 brought with it business 
troubles and worries which Avere somewhat ncAv in feature. 
Immediately there came the necessity for husbanding every 
resource and taking advantage of every possible plan which 
promised any sort of aid — ^and the subject of Budgetary Control 
received more^urgcnt and more universal consideration. Ques- 
tions were asked everyAvhere regarding the results it had 
achieved and the experience of those companies which had 
already included it in their business polic}’'. In U.S.A. the 
demand for exact information became almost nation wide and 
in the year 1930 the National Industrial Conference Board con- 
ducted an inquiry to collect full information regarding the 
budgetary control movement and to seek to estimate the .results 
and successes that had been achieved. Almost simnltaneously 
(July 1930) the attention of the International Management 
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Institute was focussed on the subject at Geneva in an effort to 
arrive at the same information. This latter body defined 
Budgetary Control in the following terms — 

‘Ht is a method of rationalisation/’ they said, ‘‘whereby 
Estimates covering different periods of 
time are, by the study of statistical 
records and analytical research of all 

Budgetary kinds, established for all and everything 
affecting the life of a business concern 
which it is possible to express in figures. 
These established standards are con- 
stantly revised and cheeked for the 
periods determined in the light of 
Control. actual achievement; with the double 
purpose of correcting the estimates and 
of initiating the investigation and cor- 
rection of causes of discrepancies.” 

The results of both inquiries were eminently favourable 
and really gave the subject its charter. Since then its adoption 
and development in U.S.A, and Europe have been little less 
than phenomenal. Yet the reason is not hard to find, for in any 
analysis of a business there are three fundamental factors — 

1. What is the present position? See the Balance 
Sheet. 

2. How did it arrive at such a position? See the 
Profit & Loss Account. 

3. Where is it heading for in the future? See the 
Budget. 

The Budget can therefore be regarded as the logical successor 
to the other two statements. 

Steps in the Growth of. the Budget. 

Three steps can be traced in the development of budgeting — 

1. Planning, 

The first stage was the idea of planning the various 
operations of the business. Very often these plans did 
not get further than the mind of the proprietor. They 
were sometimes the outcome of personal knowledge of 
each phase of the business, or, on more rare occasions, 
the result of an analysis of figures. Generally speaking, 
however, the ideas w^ere kep: only in the mind. 

2 . Writing, 

The second step took the form of an expression of 
these business plans in Avriting. 
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3. Co-ordination and Co-operation. 

Gradually a combining influence was incorporated 
so that a number of small individual plans were joined 
together. Every aspect of the business was examined 
and fitted into its place in the general business policy. 
Then co-operation between the executives and the em- 
ployees w'as sought, so as to make the budget plan a 
joint responsibility and give it a maximum chance of 
success. 

The Development of Budget Flexibility. 

Even over the past five or six yeai’s, much progress has been 
made in the development of budgeting. At first it was restric- 
tive in character and the prevailing idea seemed to be that only 
under very exceptional circumstances should biidgetai’y plans 
be altered. It was felt that too much interference with the 
planned figures would provoke a state of affairs wherein effort 
to reach the budgeted estimates would be lessened because the 
budget could be made to conform to whatever results were 
actually achieved. It was not long, however, before the fallacy 
of this attitude v as seen, and some degree of flexibility is now 
regarded as a valuable attribute. It should be readily adaptable 
or capable of alteration to meet any conditions which may arise 
and it should be possible to treat it as a means of control and' 
guidance for the effective operation of the business. It is essen- 
tially a tool of management, and the newer idea is best expressed 
in the quotation, Manage through your budget; don’t let it 
manage you/’ 

When conditions arise which necessitate changes in the 
original forecast it is essential that alterations be made to take 
into account these newer factors. Perhaps the budget was im- 
properly set in the first place, or new circumstances have arisen 
which make it quite impossible of attainment. Alternatively, it 
may be extremely easy to realise the anticipated figiires and 
therefore no real task has been set. It would then be possible 
for the various departmental executives to exert little or no 
effort towards efficiency and to become largely disinterested. 
Treatment of the budget as being rigid and unalterable should 
therefore be avoided, though amendment should be made only 
when conditions make such a course advisable. 

Consideration will later l^e given to the preparation of 
Flexible Budgets, which are finding increasing favoitr because 
they take variable factors much more into account. 
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Types of Budgets. 

It has already been mentioned that the budget is a tool of 
management — a device for executive control. The complexities 
of modem business impose heavy demands upon executive time, 
and one of the primary purposes of the budget is to organise, 
stimulate and control the activities of the business so as to 
facilitate management and guidance. Where all functions have 
been predetermined and have received the stamp of approval of 
the executive, the factors requiring the consideration and per- 
haps action of management are those which show differences 
from the original estimates. 

It is usual to speak of ^‘a budget’’ and thisf may seem to 
indicate a single complete unit. In one sense this is correct, as 
it represents a single co-ordinated plan, but it is really a com- 
bination of unics, with separate major budgets for sales, pro- 
duction, expense and finance, together with such subdivisions of 
these as may be considered necessary. The following is a list 
of budgets which are often found in a manufacturing business — 

Sales. 

1. Sales Budget. 

2. Marketing Expense Budget — 

(a) Advertising Budget 

(b) Selling Expense Budget 

(c) Transportation and Delivery Expense Budget. 

Production. 

1. Production Budget. 

2. Materials Budget. 

3. Purchase Budget. 

4. Manufacturing Expense Budget. 

5. Labour Budget. 

6. Plant and Equipment Budget. 

7. Repairs and Maintenance Budget. 

Adnvimstration. 

1. General and Administrative Expense Budget. 

2. Financial Budget. 

3. Master Budget. 

In addition there would be the Estimated Profit and Loss A/c, 
and Estimated Balance Sheet. 

Purposes of the Budget Plan. 

Each budget is prepared for the purpose of being incor- 
porated in the general budgetary plan which is to be used to 
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guide the operations of the business. There are a number of 
aims and advantages which can be stated thus — 

1^ As a General Administrative Policy Guide, 

(a) To promote a thorough understanding amongst 
the executives of the hopes and desires of tbe busi- 
ness in general and their oum department in par- 
ticular, so as to obtain the co-ordinated intelligence 
of the whole organisation behind a predetermined 
plan. 

(b) To act as a basis for administrative control, by 
giving up-to-date information regarding progress 
made, as measured by a predetermined standard, 
and by making such progress a test of executive 
judgment 

(c) To co-ordinate the plans of the various departments 
with a view to obtaining the utmost efficiency, by 
the control and reduction of expenses and therefore 
costs. 

(d) To make possible decisions as to the relative ability 
of the various officials and to fix responsibility for 
failures, 

(e) To forestall rather than to correct losses, by means 
of a dynamic, rather than an historical, control. 

2, As a Sales Guide, 

(a) To provide accurate forecasts of customer demand 
and the general trend of such, using the fore- 
casting as a basis for the adoption of a co-ordinat- 
ing production policy and merchandising cam- 
paign. 

(b) To control sales, selling activity and selling ex- 
pense, and to compare actual results with budgeted 
tasks. 

As a Production Guide, 

(a) To provide a manufacturing programme which 
will ensure a continuous flow of merchandise in 
the most economical manner, yet with the utmost 
efficiency, so as to allow the sales plan to be carried 
out and yet keep stocks at the lowest figures. 

(b) To spread the manufacturing operations as evenly 
as possible over the year, as a means of obtaining 
the benefits resulting from an even production plan 
and possibly simplifying labour and financial prob- 
lems. 

(c) To minimise obsolescence and mark-downs. 
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(d) To standardise production, equipment and pro- 
cesses wherever possible. 

(e) To enable plant facilities and capital to be kept 
employed more nearly at maximum capacity, and 
to prepare for any further installations, so that 
these can be arranged for at the most propitious 
time. 

4c. As a Financial Guide. 

(a) To estimate and control the amount of working 
capital required to finance the usual operations 
of the business, and to give notice of and to enable 
the necessary arrangements to be made for the 
supply of any special accommodation which may 
become necessary as a result of some special 
features in the selling or production policies. 

(b) To provide standards for collections and disburse- 
ments. 

(c) To preserve the assets of the business in a healthy 
ratio condition. 

These various matters will be explained and amplified in 
later chapters. 

Limiting Factors. 

Any business endeavouring to reach a certain objective will 
find its task lightened if it is fortified by a well planned budget. 
Nevertheless, (or possibly because of this) some note must also 
be taken of the limiting factors. 

1. Any plan for the predetermination of results de- 
pends very largely upon the accuracy of the fore- 
casts made, and inaccurate estimates will mean an 
inaccurate and sometimes useless budget. 

2. Experience has shown that, while certain advantages 
from budgetary installations accrue almost immedi- 
ately, it often takes a considerable period to reach 
a really high standard of accuracy in forecasting 
future results. This largely depends upon the type 
of business which is the subject of the budget, and 
the reliability and adequacy of the available 
statistics covering past operations. 

3. The budget cannot specifically take into account 
special happenings which could not be foreseen at 
the time of its preparation. 

4. The budget cannot take the place of management, 
but should be used as an aid to executive control. 
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The first three factors are largely being overcome through 
the use of the Flexible Budget. 

Relationship of Budgeting to Accountancy. 

Budgeting has been termed the most advanced form of 
accounting, and has also been defined as accounting in terms 
of the future, but such definitions are misleading. Budgeting 
cannot be included within the general conception of accounting 
and its functions. It is true that there is at least some kind of 
relationship, but this is no more than that existing between other 
sections of the business. Accounting, generally speaking, deals 
with actual figures and actual expenditure, while a budget in- 
volves the use of estimated figures for future operations, and 
endeavours to co-ordinate phases of a given group of expenses 
and activities into a well balanced unit. Thus, each logical sub- 
division of the departmental activities of a business is allotted 
some share of work, and is asked to carry out such work at a 
predetermined rate of expense. These features are outside the 
scope of accounting, which is concerned with the recording of 
results in financial terms. The budget is not a tool of account- 
ancy and should never be regarded as such. It is essentially an 
aid to management. It does, however, take note of accounting 
classifications and interprets, its results in accounting terms. 

Relationship of Budgeting aud Cost Accounting. 

Budgeting uses to a very large extent the results of the 
past as set forth in cost accounting, and accurate costs become 
a valuable aid in the compilation of the budget. If this use of 
past results was the only factor involved, the relationship be- 
tween cost accounting and budgeting would be no more definite 
than in the case of general accounting and budgeting. Standard 
cost accounting and budgeting, however, both use predetermined 
results as a basis and these are arrived at by the operation of 
standards. It is this factor which has given rise to the oft 
repeated statement that budgeted costs and standard costs are 
identical. If this were true, it would seem to indicate that 
budgeting is simply standard costs somewhat disguised and given 
a new name. It is remarkable how often this aspect of the 
matter is brought forward, seemingly originating from claims 
made right from the first by the pioneers of standard costs. 
Frequently in treatises on costing, the expression standard 
costs was referred to with the expression ‘‘budgeted costs'^ 
as an alternative rendering. The confusion that exists in rela- 
tion to this matter is possibly more one of terminology than of 
concept, as the very term ‘^standard costs'^ tO-day has more than 
one meaning and generally requires amplification. 
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111 any ease, it is necessary to note that there is an essential 
difference between standard costs and a budget. Standard costs 
do not make a budget. Numerous companies have standard cost 
systems without budgeting. On the other hand, there are many 
concerns which have adopted budgetary procedure while having 
no standard costing system. Furthermore, it is well known that 
there are some types of businesses to which the application of 
standard costing systems is quite unsuitable, and sometimes 
well-nigh impossible, yet in which budgeting can be profitably 
employed. Applying the definition of budgetary control to 
standard costs, it will be found that the latcer conforms with it 
only to the extent that it affords a basis for currently measur- 
ing certain operations. They do not, however, forecast trends, 
constitute a programme, or co-ordinate the various activities of 
a business to provide a vital policy. Standard cost methods, 
it is true, bear a very close resemblance to budgetary methods, 
but alone they do not constitute a budget. 

In the case of Flexible Budgets, standard costs can be a 
most helpful factor in the compilation of the somewhat com- 
plicated figures necessary. Where such a costing system has 
been in operation and it is possible to use the figures thus already 
prepared, a greater degree of accuracy is made possible and 
the work of completing the budget is minimised. Here again, 
however, there should be no confusion of the terms. Standard 
costs are used in the preparation of budgets, but the reverse 
would seldom be true. 

Essentials of Effective Budgeting. 

1. A Clearly Defined Organisation, 

In order to carry out budgeting in a maimer which will 
provide maximum benefits, organisation within the business is 
essential. It is necessary to make use of the whole organisation 
and, generally, the more complete the organisation, the more 
success is likely to attend the efforts towards budgetary in- 
stallation. There should be a sound plan, with responsibilities 
well defined and adequately maintained. (See Fig. No. 1.) 
Furthermore, the records should be clear, consistently depart- 
mentalised, and established in such a manner as will indicate 
definite responsibility on each unit or section of the business. 
These are necessary so that the business budget itself may be- 
come a forecast of future accounts in terms of organisation 
responsibility. In certain types of budgets this division of 
organisation responsibility is the most essential factor of the 
plan. Always it is a most important matter. 

Certain responsible officials must therefore be given the 
power to carry out the arranged policies, to administer the 
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budgets which have been framed after taking these policies into 
account, and to exercise control over the results, authorising 
corrective measures where necessary. All too frequendy in 
business it is found that policies, reports, statements and tables, 
involving time and money in their compilation, are prepared for 
the betterment of the business, only to be disregarded by those 
officials whose duty it should be to make a thorough examina- 
tion of the contents. No figures should be compiled for the 
sake of compiling them; no policies should be formulated for 
the mere purpose of formulating, and this is nowhere truer than 
in the ease of the budget. The first step is preparation and 
the second administration. With this latter should go the power 
to employ corrective measures. Practically any budget is almost 
useless if no attempt is made to put it into operation. 

2. An Accurate Accounting System. 

The system of accounting in the business must be such as 
to hold each part of the organisation to its responsibilities. The 
budget will tend to develop co-ordinated action and wherever 
this is broken down or interfered with, the responsible factor 
should be discovered. The accounting system should make it 
possible to establish such responsibility beyond doubt. 

3. A Clearly Defined Policy. 

Accurate forecasts are impossible, or almost so, without a 
knowledge of the business policy to be adopted during the en- 
suing period. The directors of a business may decide, for 
example, that the turnover must be considerably increased, and 
they may therefore be prepared to spend a greatly increased 
amount on marketing expense, to bring out new cheaply priced 
products, or to cut prices on existing products. Without a due 
knowledge of these matters the probability would be that in the 
preparation of a sales budget for the next period, the efforts at 
predetermination would take into account the general possibili- 
ties based upon internal factors similar to those in the current 
period. Not only would this mean working in the dark in 
relation to the estimates for the coming year (which would con- 
sequently probably be wide of the mark), but the standards 
set down for controlling the operations as they later actually 
occurred, would be almost valueless. To estimate figures with- 
out a knowledge of policy would largely destroy their value 
and increase the chance of inaccuracy. 

4. Preparation hy the BesponsiUe Executives. 

Subject to the natural control of the person or committee 
in charge of the budget, and finally to the chief executive, 
arrangements should be made, "wherever possible, to enable 
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those responsible for the performance of the budget to have some 
say in its preparation. 

This is really a psychological matter, and the tendency of 
modern business is to take increasing notice of such. The final 
results are much more likely to be satisfactory where those 
responsible for carrying out the programme have had some 
voice in its preparation, though it is true that certain difficulties 
may often have to be overcome. There may be, for example, a 
tendency to under-estimate in order to make the task easy, or 
to over-estimate to impress superiors. Apart from these matters, 
howevei', there is likely to be a much stronger incentive to 
complete a quota where the person carrying out the woi’k has 
hinrself suggested the figure as being one capable of attainment. 

5. A Logical Sequence in Budgetary Preparation. 

It is essential that proper arrangements be made for the 
preparation, submission, examination and review of budget 
figures, in logical sequence. The work involved in the prepara- 
tion of a budget naturally depends upon the complexity of the 
operations of the individual business. Budgetary preparation 
is often exacting and demands much careful thought and atten- 
tion on the part of the whole of the members of the staff en- 
gaged in the compilation of the various figures. Once support- 
ing budgets are completed, there follows the necessity for such 
co-ordination between them as will result in a balanced mer- 
chandising, production and financial policy. It may be found 
that a satisfactory selling and manufacturing programme would 
result in an unsatisfactory financial position, or in the provision 
of asset and liability ratios which would show a distinctly un- 
healthy tone. A complete review of practically the whole of the 
work already covered in the various budgets may then be essen- 
tial. It must be the duty of a specific person or committee to 
arrange for the preparation of the various budgets and their 
collection so as to enable the Master Budget and finally the 
estimated Profit and Loss Statement and Balance Sheet to be 
prepared. This is generally covered by the appointment of a 
Budget Officer, or possibly a Budget Committee. 

6 . A Deg'^ee of Flexibility. 

This is desirable to provide for both possible and unforeseen 
conditions. The exact degree ^411 depend upon the basic idea 
of the particular budget in use and may range from semi- 
rigidity to extreme flexibility, though the tendency in budget- 
ing is toTviards increasing the latter. In nearly all cases, control 
is increased and strengthened through the provision of an 
arrangement whereby differences are automatically catered for, 
as in Flexible Budgets, rather than an amendment to the budget 
plan as may be necessary with a Fixed Budget. 
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7. Constant Comparison of Budgeted and Actual Figures. 

Provision must be ma-de for the comparison at frequent 
intervals of the budgeted and the actual results, and definite 
authority must be vested in a person or a committee for carry- 
ing out the decisions necessitated by discrepancies which become 
apparent. 

Generally, the more frequent tlie comparisons, the better 
the control. Discrepancies often increase rapidly and frequent 
comparisons mean that unfavourable trends can be quickly 
stopped and a return made to standard conditions. In addition, 
where departures from the budget are the result of new con- 
ditions which have to be taken into account, the necessary 
arrangements can be put in hand more quickly. Some person 
must be appointed to have these alterations made. Often this 
is deemed to be sufficiently important to warrant the attention 
of a chief executive, but generally most matters could be dealt 
with by the budget eommiittee, or a budget officer. 

The Budget Co>ininittee. 

The appointment of one person in charge of the budgetary 
arrangements is often found in the smaller business. In such 
eases provision is made for consulting the manager or managing 
director or some other executive on any special problems which 
may arise hi connection with the pi*eparation, administration or 
(-ontroL In larger organisations a budget committee is generally 
appointed. In a typical manufacturing company, such a com- 
mittee would comprise the managing director or the manager 
(as chairman), the sales manager, the production (or factory) 
manager, the stafi: manager, the accountant (or possibly the cost 
accountant or the secretary), and one other person, wdio, as 
Budget Officer, would carry out the administrative work of’ the 
budget. Individual circumstances, of course, affect the com- 
position of the committee, and it has often been found advisable 
to include other officials, such as the advertising manager, th(‘ 
chief engineer, the purchasing agent, the shipping or transpor- 
tation manager, and one or two sectional factory superin- 
tendents. Indeed, in some countries where manufacturing 
activities have reached a high standard of efficiency, the tend- 
ency is towards including one or two foremen as direct repre- 
sentatives of the employees. That this has a sound basis cannot 
be denied, because in the vast majority of cases the ultimate 
success of all manufacturing estimates is largely in the hands 
of the various foremen and their workmen. 

The committee thus appointed is able to decide in general 
terms what effect the policy of the Company (as decided upon 
by the Board of Directors or the Management, and as explained 
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by tlie Chairman of the Budget Committee) is expected to have 
upon the various operations during tlie budgetary period. 
Matters of general importance regarding the various budgets 
are decided upon and each departmental chief is able to arrive 
at a clear understanding of the position and is able to proceed 
with the preparation of the figures affecting his particular 
department. The effect of the various decisions arrived at in 
conference, and the transference between departments of data 
and information, is arranged by the Budget Officer. 

The Budget Officer. 

The duties of this official are as follow — 

1 To arrange for all meetings of the Budget ('Com- 
mittee. 

2. To arrange the prelirniinary programme for the 
compilation of the various budgets. 

.3. To see that there is available any and all informa- 
tion likely to be essential or of help in budget 
preparation, and that such information is passed 
to the proper persons. 

4. To prepare schedules showing when each of the 
estimates will be required, to collect the estimates 
on the due dates and to promote co-ordination be- 
tween the departments. 

5. To complete, or have completed, the Master Budget 
and the estimated Profit & Loss A/c and Balance 
Sheet. This work may be passed over to another 
officer where necessary, in which case the completed 
statements would be returned to the Budget Officer 
for submission to the Budget Committee. 

6. To prepare any necessary summaries of the final 
results, forwarding such to the members of the 
Budget Committee, and to give any necessary help 
in the examination of the results shown. 

7. To take note of and to make or arrange to have 
made, the necessary revisions which have been 
decided upon by the Budget Committee or the final 
reviewing executive and to transmit the various 
budgets back to the departmental executives where 
this is found to be necessary. 

8. To arrange that summarised reports, showing the 
actual results achieved, be prepared and made avail- 
able to each member of the Committee. 

9. To obtain detailed explanatiohs, where such are 
required, of any important variations between the 
estimated and the actual results. 
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10 . To carry out the wishes of the Budgetary Committee 
in relation to any alteration or revision of 
policy that may be decided upon, and to give effect 
to any of the resolutions or wishes of the Committee. 

The Budget Officer really acts as Secretary to the Budget 
(LU)mmittee, which body is charged with the carrying out of the 
planned proposals, the decisions in relation to the alteration 
of the various figures where necessary, and the authorisation of 
any changes of policy or of work that may be necessitated by 
such conditions as may arise from unexpected causes. The ques- 
tion whether these matters could be left entirely in the hands 
of the Budget Officer, who could always approach the budget 
executive or committee for any authority not already vested 
in him, is something to be solved by each individual organisation, 
having in mind its own domestic state of affairs. It is most 
important to see that the question has been definitely settled, 
the responsibility located, and the person whose final duty it is 
to attend to such matters as may require alteration, is, duly 
empowered to do so. 

The Budget Period. 

At the commencement of budgetary installation, the period 
to be covered is often a difficult matter to solve. Once having 
been solved, however, the difficulty seldom recurs, as if the 
period of time fixed upon has proved satisfactory, the second 
budget automatically adopts the same period. Even where some 
alteration becomes necessary, the decision in relation to the new 
period is prompted and guided by those factors which have, 
in themselves, warranted the change. Much care is necessary 
in arriving at the initial decision. No general rule can be fol- 
lowed, as each business has its own peculiarities to take into 
account. 

The following factors, however, have generally to be con- 
sidered — 

1. Tke Date and Duration of the Accounting Period, 

As budgetary preparation is carried out in accounting 
terms, from a statistical standpoint at least, there is an advan- 
tage in having the main budgetary period correspond with the 
financial period. 

2. The Degree of General Stability in the Industry. 

Stability in industry is one of the greatest aids towards 

accuracy in forecasting sales and planning production. Where 
conditions are uncertain it is wise to make the budget period as 
short as possible. 
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3. The Length af Time required for Results to he Realised 
from Executive Alterations of Policy, 

It is desirable for the budget period to be sufficiently long 
to enable the results of policy alterations to be reflected. A 
budget taking into account such alterations and basing its 
estimates upon the eflects of such, would be quite inaccurate if 
these were not felt until after the close of the period. 

4. The Influence of Seasoyial Factors. 

Sometimes seasonal factors have such a direct bearing on 
business results that the budget periods are fixed having these 
in mind. The demand for seasonal products would be illus- 
trative of this factor. 

5 . The Business Risk ami Its Type, 

Where there is a particular risk, the budget period is often 
fixed to cover the duration of the -whole or the worst of the risk. 

6. The Schedule Period of Production. 

Occasionally the period of a complete production cycle is 
the basis adopted for the budget. 

7. The Method of Financing^ Production and Stock Con- 
trol. 

These, too, sometimes have an influence on the choice of 
the period, because such methods may be of assistance in the 
preparation of the budget figures. 

8. The Peydod CoveHng the MereJmndising Stack Turn- 
over, 

This relates, of course, more particularly to the retail stores, 
which generally arrange for two budget periods per year — one 
covering the spring and summer seasons, and the other autumn 
and winter. These are natural divisions marking the policy of 
tlje store, and lend themselves particularly to the preparation 
of the budget. 

i). The Adequacy and Nature of the Statistical Informa- 
tion, 

If past statistics have been compiled on a quarterly basis, 
it may be advantageous to continiie with this period. 

It is generally easier for a utility company to budget for a 
considerable period ahead than it is for a manufacturing com- 
pany. The utility company, knowing that its progress over a 
period is likely to be steady, because of its degree of control 
t)ver the market, can plan its normal development with accuracy 
and assurance. Thus the American Telephone and Telegraph 
Company is able to prepare a general forecast of its business 
twenty years ahead, and its policy is based on this long range 
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plan. This is, of course, an enviable position, growth being 
reasonably certain along steadily progressing lines. 

The manufacturing company, however, is in a much more 
uncertain position. In addition to the general run of ordinary 
competition it is always possible that some violent competition 
may make drastic alterations of policy necessary, and in the case 
of many manufactured products, improved productive processes 
and new inventions may turn a desired article into an unwanted 
one. Furthermore, the price schedule of a manufacturer is, as 
a rule, designed to serve for one year only, or perhaps an even 
shorter period. A radio manufacturer, for example, may fix his 
prices for a particular year and the whole of his manufacturing 
and selling policies may be based upon that particular price. 
Subject to the foregoing factors, the budget should cover the 
longest period possible, consistent with the minimum business 
hazard. 

Consideration of these matters will allow a decision to be 
made as to what budgetary period is to be adopted. Figures 
2 and 3 show the budget periods adopted by a number of U.S.A. 
companies, the information being collected by the National 
Industrial Conference Board. 

Figuke No. 2. 

Periods covered by certam budgets used by 162 Companies, wbieli, in the 
survey, reported use of some kind of Budget. 


Periods Budgeted. 


Kind of Budgret. 

Mths 

12 

Mths. 

6 

Mths. 

4 

Mths 

3 

Mths. 

2 

Mths. 

1 

Not 

Speci- 

fied. 

Total. 

Sales 

99 

11 

1 

15 

1 

3 

11 

141 

Production 

Manufacturing 

85 

9 

1 

13 

1 

3 

16 

128 

Expense . . 
Marketing 

85 

9 

1 

8 

0 

2 

9 

114 

Expense 

Administration 

86 

11 

1 

10 

0 

2 

11 

120 

Expense . . 

85 

7 

1 

8 

0 

2 

11 

114 

Capital Outlay . . 

62 

6 

1 ! 

5 

1 ' 

1 ! 

8 

84 

Cash 

42 

5 

2 

3 

0 

6 

8 

66 

Profit and Loss 

61 

5 

1 

6 

0 

2 

3 

78 

Balance Sheet . , 

30 

2 

1 

1 

0 

1 

2 

37 


Alternatives to the Single Period Budget. 

With most manufacturing companies the tendency is to- 
wards adopting a twelve months’ period, because usually the 
available statistical data is prepared over tliis pei-iod and the 
usual accounting arrangements cater for such. Though in many 
eases twelve months would be the best term, where the organisa- 
tion is new to biidgeting this period is often too long, and better 

c 
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results would be obtained by the adoption of a three months^ 
period. Several schemes have been evolved in endeavours to 
obtain the benefits of both long and short periods, without 
the attendant disabilities of either. 

1. Budgets covering two terms — a long period and a short 
one — are prepared simultaneously. A general budget taking into 
account all the factors likely to affect the year's figures is pre- 
pared, and the aims of the business over the ensuing twelve 
months are incorporated in these figures. Then the whole of 
the operations for the first three months are set out in greater 

Fioxjee No. 3. 


FBEQUENCY OF BUDGET EEPORTS. 

Budgets for wMeh. figures are Periodically Reported of Actual Operation 
and Frequency of Reports. 


Budgets 

Frequency of Reports 

No. of Coys. 

All 

Moiitlily 

78 

AU 

Mozittiiy, except Sales, weekly .. 

2 

All .. .. 

Montluy, except Sales and Pro- 



duciion, weekly . . , . 

2 

All 

Monthly, except Selling and Ad- 



min. Ex 

1 

All 

Some Monthly, some quarterly 

2 

All 

Semi-Monthly 

1 

AU 

End of each eight periods 

1 

Ail . . 

Quarterly 

5 

All .. .. 

Not Specified 

9 

Man., Selling and Ad- 


min. Ex. . , 

Monthly 

1 1 

Selling and Admin. Ex. 

Monthly 

1 

Manftg. and Selling Ex. 

Monthly 

1 

Manftg. Expense 

Monthly . . 

8 

Kanf tg. Expense 

Monthly, others quarterly . , 

1 

^'Certain Ones”' . . 
Manftg. and Admin. 

Monthly 

1 

Ex 

Not Specified 

1 O 

(** National Indnatrial Conference Board, U.S.A.' 

’) 


detail. The degree of accuracy for three months is likely to be 
greater than for the full twelve months, though sometimes com- 
pensating errors in the latter give a remarkably accurate final 
result Before the first three months has expired, a budget 
covering the following three months is prepared, taking into 
account the immediate conditions and also the twelve months' 
figures, which are treated as a base. 

2. A yearly budget is prepared as in the previous instance, 
and a shorter term budget, covering a period recommended by 
natural conditions, would also be compiled. Thus, in the case 
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of a company manufacturing summer and winter goods, a budget 
would be prepared for the full twelve months, supported by 
budgets, complete in themselves, set up to cover winter goods* 
trading and summer goods’ trading. 

3. Where special conditions recommend such a course, a 
budget is prepared for twelve months by combining the total 
of twelve one-monthly budgetary plans. In other words a budget 
is prepared for each month of the year and the total of these 
gives the yearly budget. Each month as it is completed is 
dropped from the total and a further month is added, so that 
there are always twelve one-monthly budgets available. In this 
way a complete year’s forecast is also always available. This 
type is called a Moveable Period Budget, and an example with 
six months always showing will be found in Figure No. 4. 

Commencing Factors. 

Though commencement is generally made with the Sales 
Budget, there are also other points from which a start may be 
made. Consideration will later be given to the practice of 
some companies in commencing with the profit it is desired to 
make, the amount of sales necessary to make this profit then 
being decided upon, apd production and other working and 
administrative costs estimated on this selling programme. Some- 
times budgeting commences with production. This would more 
often be found in such enviable enterprises as are able, through 
monopolies, patents, favourable contracts or overwhelming de- 
mand, to sell the whole of the goods that can be produced. It 
is also met with where a plant is able to sell the whole of its 
output to one buyer. Thus, it is not uncommon to find in the 
timber industry that the total output of all kinds and grades 
of timber produced by a sawmill is purchased under contract. 
Under such conditions, whilst the first budget prepared would 
be the production budget, really the crux of the question is still 
the sales possibilities, because the amount of production is the 
same as the amount of the sales. 

An inquiry by the National Industrial Conference Board 
(U.S.A.) in relation to the preparation of budgets showed that 
of eighty companies, forty-two commenced with the Sales Budget 
and twenty-three with Production, the latter including Manu- 
facturing Expense. Only one commenced with Selling Expense, 
one other with Advertising and two with Administrative Ex- 
penses. There were, however, five other companies which com- 
menced with Expense Budgets though there was no indication 
of just what they included. There were two companies which 
began with Financial Budgets and three others with Capital 
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Outlay, whilst only one commenced with an estimated Profit 
and Loss Account. 

In some sections of industry, such as the manufacture of 
agricultural naachinery and tractors, for example, the financial 
budget is frequently used as a commencing point. Sales are 
concentrated in certain months of the year and the filling of 
orders is confined to a still shorter period, all customers requir- 
ing delivery before their harvest, or before seeding. The follow- 
ing difficulties therefore arise — 

1 . Technical — the attempt at an equal distribution of 

production is complicated by the amount 
of available capital. 

2. Financial — the receipts, mainly falling within the 

shorter period when orders are filled, 
vary greatly thoughout the year. 

Broadly speaking, during eight months of the year expendi- 
ture exceeds receipts, while the remaining four months show 
excess of receipts over expenditure ; therefore the financial 
difficulty makes it necessary to draw up a financial budget first. 

The Initial Budgetary Programme. 

As a general rule, once advice has been received in relation 
to the company's general policy and any matters which are 
likely to affect the coming year’s transactions, the sales and 
selling expense budgets are prepared as the first step in the 
total budgetary plan. Once these have been completed, the 
various entries are broken up into products and lines so as to 
make possible estimates of the total factory cost of manufac- 
turing the products that it has been estimated will be sold. Thus 
a production plan is arrived at, and expense in this connection is 
estimated. The effect of production and selling upon stocks 
is calculated so that materials and purchase budgets can be 
pi*epared. The necessity for a review of the plant and machinery 
must not be overlooked, as it would be unwise to risk interfer- 
ence with the production programme because the plant and 
equipment was not sufficient to allow such g programme to be 
carried out. When the estimates of expenses, together with the 
whole of the selling and productive factors have been conapleted, 
it becomes possible to prepare an estimated Profit and Loss A/c 
and Balance Sheet in the terms of the figures supplied. The 
results portrayed will show the desirability or otherwise of 
carrying out the plans tentatively put forward. 

The following represents a common procedure in budgetary 
preparation — 



22 BUDGETING AND BUDGETAEY CONTROL 

1. A qn€stionnaire covering trade conditions, com- 
petition, money and crop prospects is sent to each 
salesman. 

2. From these and previous sales results a preliminary 
estimate of sales, advertising and production is 
prepared. 

3. This is checked by the sales and factory executives, 
any alterations necessary being made, and a Sales 
Budget (including sales quotas) and a Production 
Schedule prepared. 

4. Sales expenses are planned, including allowances 
to individual salesmen. 

5. Advertising estimates are completed. 

6 . Purchasing schedules are prepared, also a Plant and 
Equipment Budget. 

7. Office and Administration expenses are estimated. 

8. A Profit and Loss Statement for the period is pre- 
pared. 

9. A Financial Budget, based on the conditions likely 
to be operating, is planned. 

10. Throughout the period monthly reports are made 
to keep each executive informed of the progress 
his department is making in relation to the budget- 
ary plan. 

Figure No. 5 shows a chart of anticipated operations. 

Reviewing the Budget. 

It is possible that the Results shown may be unfavourable, 
making revision of either the whole or some of the budgets 
necessary. The circumstances may even require a further ampli- 
fication or a change of policy so that more satisfactory results 
could reasonably be expected. Perhaps the year’s operations, 
whilst satisfactory in some respects, will result in certain ratios 
which would reveal a distinctly unhealthy tone or trend. The 
fact that profits would be satisfactory must not be taken as the 
sole guide. For example, the budgetary plan, though acceptable 
fronj( a profit standpoint, may throw such strain on the finances 
as to warrant a closer examination of these factors. A more 
conservative attitude may have to be adopted and a search made 
for means of preserving the profit characteristics, while casing 
the burden on the finances as much as possible. Though the 
general position may be satisfactory, it might be desirable to 
alter one of the budgets, and this would probably mean that 
the others would also be affected. Thus, owing to seasonal 
trends it may be found that 60 per cent of the total annual sales 
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I'lGURE No. 5. 

PROGRAMME OP ANTICIPATE!) OPERATIONS. 

Step No. 1. Sales Quotas (a) 

Step No. 2. sLes Budget (a) 


Step No. 1 (b) Step No. 3 (a) Step No. 1 (c) 

Production Budget. Advertising Office and 

Budget. Administrative 

I Expense. 

Step No, 2 (b) I 

Manufacturing Schedules. Step No. 4 (a) 

Selling Expense 
Budget. 

Step No. 3 (b) Step No. 5 (a) 

Materials Budget. Shipping and Transport 
j Budget. 

Step No. 4 (b) 

Purchase Budget. 

Step No. 5 (b) 

Repairs and Maintenance 
Budget. 

Step No. 6 (b) 

Plant and Equipment 
Budget. 

Step. No. 7 (b) 

Labour and Payroll 
Budget. 

Step No. 8 (b) 

Manufacturing Expense 
Budget. 


Step No. 1 (d) 

Cash Budget. 

I 

Step No. 2 (d) 
Profit and Loss Budget. 

I 

step No. 3 (d) 
Estimated Balance Sheet. 

(a) By Sales Manager. 

(b) By Eactory Manager. 

(e) By Office Manager. 

(d) By Accountant or Secretary. 
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would be made in two months. To harmonise stocks and pro- 
duction, the manufaccuring programme may have been planned 
to include an easy policy for ten months with a large amount 
of overtime just prior to the important selling season. The 
desirability firstly of keeping employees contented by working 
on as even a schedule as possible, and secondly of ensuring 
economies through a balanced manufacturing policy, may make 
it essential that production be spread over the year in a more 
uniform manner than was at first proposed. The most import- 
ant matter, howevei”, is the necessity for co-ordination. Bach 
budget must hai'monise with each and all of the others, for only 
by such methods can a balanced policy be obtained. 

It is also necessary to prepare a progranune setting forth 
the duties that are to be carried out in connection with budget- 
ary preparation and installation and the dates for completion 
of the various estimates. Generally, few of the budgets can be 
set up until the sales budget is almost if not quite completed. 
It must not be assumed from this that the sales budget is first 
completed and then handed to the factory manager for the 
preparation of the production budget. It is usually found that 
the sales manager and the factory manager woi’k together after 
a certain amount of the preliminary work in connection with 
the sales estimate has been completed. The sales manager knows 
that a balanced production policy will be of great help in 
carrying out sales programmes. Furthermore, it is useless to 
suggest a selling programme which is too expensive or too 
troublesome for the production department. Even if some altera- 
tion in selling plans becomes necessary, it is essential that the 
production programme be entirely practicable and not more 
than ordinarily expensive. 

Budget Manual. 

It becomes necessary, therefore, to systematise somewhat 
the procedure of the preparation of the various budgets, and 
it is generally the practice to arrange this by means of a budget 
manual, which sets forth a progrannne for preparation of all 
work necessary for the completion of the budgets, the master 
budget and the estimated profit and loss a/c and balance 
sheet. This would include such matters as — 

1. An outline of the functions of the various indivi- 
duals (including the executives) who are respon- 
sible for any portion of the preparation of any 
budget. 

2. A statement of the steps in the preparation of the 
sales budget, including its submission, review, 
approval and final adoption. 
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3 . The various matters connected with the preparation 
of the production budget and the materials and 
purchase budgets. 

4. The preparation of budgetary functions in relation 
to such matters as labour, materials and expenses. 

5. The preparation of departmental expense budgets. 

6. The preparation and development of the plant and 
equipment budget. 

7. The preparation and thorough examination of the 
financial budget. 

8. The preparation of the final statements, together 
with the procedure to .be followed in their submis- 
sion, review and approval. 

An example of a Budget Manual is shown in Figure No. 6. 


The Master Budget. 

When the whole of the figures for the period have been 
completed, a Master Budget is prepared. There is a great deal 
of valuation in the use of this term. Sometimes it is meant to 
convey a complete set of the major budgets, irrespective of the 
Profit and Loss A/e and Balance Sheet. At times it is applied 
only to the expense budgets- The degree of detail included 
depends upon each particular company. Sometimes the whole 
of the statements which have been used in the preparation of 
the various budgets are included, but generally this is not so. 
Occasionally the Master Budget is used to refer to a singl(‘ 
document, which sets forth the results of the various budgets 
and shows the estimated net profit or loss in the form shown 
in Figure No. 7. The set-up depends largely upon the character, 
size and requirements of the individual organisation. Other 
terms, such as Master Schedule and Summary Schedule are 
sometimes used in place of Master Budget. Jt seems advisable, 
however, that the Master Budget should be composed of— 

1. The consolidated sales budget. 

2. The condensed departmental budgets. 

The financial budget. 

4. The operating capital budget. 

5. The budgeted profit and loss statement. 

6. The budgeted balance sheet. 
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KotTEB No. 7. 

MASTEB BUDGET. 

For Three Months ended 30th June, 1937. 


Items 

3 Months 
ended 
30/6/37 

April 

May 

June 

" 

Sales Budget, 
Product * ‘ A ^ ’ . . • • 

. . • • 

t i fit 1 





Total . . • • 





Production Budget, 
Mfg. Cost Product 



Mfg. Cost Product 

Mfg. Cost Product 






Total 





Marlceting Expense 
Budget, 

Selling Expense . . 
Advertising 

Shipping 



j 


Total 





Administrative 

Budget 

Office Expense . . • . 

Administrative Ex« 

pense 





Total . • • • 





Net Profit or Loss. 






ApprovaL 

Before plans are finally put into operation they must be 
approved by the person or the committee having authority to 
do so. The approval procedure is generally as follows— 

1. The submission of the Master Budget, including 
the various supporting documents, to the Budget 
Committee. 

2. The holding of such meetii^s as may be nec^sary 
by the approving authority for the full considera- 
tion of each phase of the subject. 

3 The summoning before it, where desirable, of the 
authorities who prepared the estiipate^ to obtain 
any further explanations or additional information 
that may be required. 
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4. The instruction of various authorities reg^arding 
such revisions as may be thought necessary, to- 
gether with adjustments in related budgets, so as to 
arrive finally at a complete budget, which the 
budget committee or executive is able to accept. 

5. The formal notice of approval by such authority, 
and its subsequent confirmation by the board of 
directors or the managing director. 

Where the executive holding the final power of confirma- 
tion acts as chairman of the budgetary committee, the adoption 
of the figures by such committee automatically includes approval 
by the chief executive. 
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THE SALES BUDGET 


The necessity for accuracy — distinction between forecasting and 
budgeting — principles of forecasting — ^generai factors afeeting 
forecasting — methods of forecasting — the desirable approach — 
analysis of the forecast-— difficulties in forecasting — forecasting 
sales of a new product — special order trade — budget accuracy — 
responsibility for sales budget — the next step. 

The Necessity far Accuracy* 

Probably the most important figure in budgetary prepara- 
tion^ and often the most difficult to obtain, is the sales estimate. 
A reasonable degree of accuracy is frequently hard to achieve, 
yet is imperative because of the dependence of the other budgets 
on the sales predictions. If the degree of inaccuracy is at all 
large, some of the other predetermined figures, particularly the 
production estimates, will be based on erroneous premises, and 
misleading information may have serious consequences. The 
necessity for aeeiu’aey has hastened the abandonment of the 
method, previously so popular, of arriving at next year's figures 
by adding an arbitraiy percentage to this year's results. Such 
a method is certainly simple but has little else to recommend it. 
No method will ensure absolute accuracy, but reasonably correct 
forecasts are much more likely to result from thorough market 
research and analysis and the application of this knowledge to 
the individual circumstances of the particular business. The 
preparation of a sales budget is always difficult, even where 
much experience in carrying out the work over a number of 
periods has been gained. Such factors as experience, wise Judg- 
ment, a knowledge of market trends, statistical meaning and 
business conditions are most valuable aids, but even these, used 
with great care, are sometimes useless because of the develop- 
ment and operation of circumstances and events which were 
impossible of prediction when the sales estimates were com- 
pleted. The outstanding example in such matters is the part 
played by weather conditions in industries which are liable to 
be affected bj" sitch matters. 
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Distinction Between Forecasting and Budgeting. 

It is necessary at the outset to note the difference between 
these tw^o subjects. A forecast is a determination and statement 
of probable future conditions, formulated in the light of past 
and current business activity, and from this the plan necessary 
to enable the business to meet those conditions is prepared. 

As against this, a budget is a plan of internal operation, 
covering the anticipated operating and financial conditions of a 
specific company. 

Principles of Forecasting. 

In attempting any forecast, the following factors should be 
borne in mind — 

1. Accuracy in prediction is very largely dependent 
upon, and is often in proportion to, the amount 
of knowledge of essential facts. 

2. It is generally impossible to predict uncontrollable 
factors, but it is possible to limit their effect. 

•]. The more conditional factors there are, the less 
accurate the prediction is likely to be, because of 
the difficulty of gauging many possible situations. 

4. What has happened ni :he past under certain con- 
ditions is most likely to occur in the future under 
similar conditions. 

3. Tlie shorter the period to be covered by the foi*ecast, 
the great<"r the chance of accuracy, because un- 
expected factors are likely to be fewer 

6. The more rhythmic the movement, the more accurate 
the prediction. 

7. The accuracy of the prediction depends primarily 
upon the skill and judgment of the person making 
the forecast. 

It will be seen from the foregoing that care should be 
exercised in the choice of the person to make the forecast. 

General Factors Affecting Forecasting. 

Though practically all businesses are affected by external 
conditions, some are much more sensitive them than others. 
The main factors which affect forecasting are — 

1, The Business Cycle Changes. 

The full explanation of the business cycle and its working 
need not be discix&sed here, as there are numerous books dealing 
specifically with the subject. The effect of the business cycle 
upon general business conditions has been amply exemplified 
during the recent depression, and generally the various stages 
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can be traced in selling results. It is sometimes overlooked that 
during a general depression some products sell better than 
others, but no matter what the position may be the effect of 
the business cycle upon conditions generally and the sales of 
the business in particular should be examined and carefully 
analysed. Trends should be watched and an attempt made to 
arrive at the probable future effects of the working out of the 
remainder of the cycle. (See Figure No. 8.) 


In America it has been calculated that 

over a 

long period 

following business cycles occurred — 



1 taking 

1 

year 

— 

1 

year 
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years 

— 

7 

years 

1 „ 

9 

if 

— 

9 

if 

i „ 

2 

» 

— 

8 

if 

i „ 

6 

a 

— 

24 

a 

5 » 

4 

it 

— 

20 

if 

6 

5 
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— 

30 

if 

10 „ 

3 

it 

— 

30 

if 

32 cycles 




129 

years 

Average per Cycle 


— 

4 years. 



Largest number 


— 

10 cycles taking 

3 years. 

Next largest number 

— 

6 cycles taking 

5 years. 


The foregoing figures seem to indicate that under such 
conditions a current 3 to 5 year average to show cyclic con*- 
ditions should be taken by adding and dropping a year. 

2. Seasonal Characteristics, 

In some businesses which are greatly affected by weather 
conditions (for example, the ice industry) extensive research 
into past climatic records is made in an endeavour to discover 
correlations which will make possible some prediction of future 
possibilities. While it would be inexpedient to rely over much 
upon any such predictions, they may have some influence upon 
the plotting of the general estimate. One of the logical out- 
comes of the difficulties both of forecasting and selling lines 
which are affected by seasonal conditions, is the attempt to 
balance weather influences by the addition of other products 
or manufactures. Thus, to the manufacture of products which 
are almost solely confined to winter selling, other products which 
are in demand during the summer are added. The simple illus- 
tration of such conditions in the very small business is the 
supply of both fuel and ice. (See Figure No. 9.) 

Where primary products are marketed, the seasonal pros- 
peete must of necessity largely affect forecasts. Thus, if an 








FigureN^ 9 = Seasonal Characteristic5. 
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attempt is made to estimate the amount of wool which a com- 
mission firm expects to handle, the effect of weather conditions 
and the total expected supply of wool are matters of the greatest 
importance. 

3. The Secular Trend or Long-term Growth Element, 

This depends upon the product and the particular business 

whether an upward or downward tendency is shown. In certain 
industries where the demand has been very large over a com- 
paratively short period, possibly because of new inventions or 
increased value or service, there comes a stage when sales begin 
to fall off despite the employment of all conceivable selling 
aids. The sales in the past may have grown to remarkable 
dimensions. In order to take care of this growth, the productive 
capacities of plants may have been expanded to the fullest extent, 
and a position may then develop wherein the total capacity of 
all plants greatly exceeds the total possible demand. At least 
some of the plants cannot arrange sales in anything like the 
volume that would necessitate a capacity production. The manu- 
facturer of gramophones may be taken as a case in point, but 
this industry was able to extend itself by catering for radio. 
The trend in matters such as these is of the utmost importance 
and must be taken into account when arriving at budgetary 
estimates. (See Figure No. 10.) 

4, The Probable Activities of Competitors, 

This is included under the heading of special matters affect- 
ing forecasting, because its action is often important. The 
outstanding instance is that of the company which, in the past, 
has enjoyed unrestricted selling programmes as a result of 
patent protection. Upon the expiration of the patent, the 
company would probably meet much stronger competition and 
acknowledgment of this factor would reflect in the sales esti- 
mates. Similarly, a new invention or a greatly improved product 
put on the market by a competitor may have a very adverse 
effect on sales. These possibilities should therefore be 
investigated and attempts made to anticipate competitors^ 
intentions. 

Methods of Forecasting. 

There are several methods of arriving at sales forecasts, and 
they can be used singly or in combination. Each organisation 
must decide for itself the course to be pursued. The following 
are the most important factors — 

D 
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A« External Factors 

1. The Percentage of Pidnstry Method. 

The estimate of likely sales for the whole of the industry 
for the period is ascertained and the company's proportion of 
this total is calculated. This method assumes that :he company 
can depend upon securing a more or less knomi percentage of 
the total sales, and in most countries is not a very common 
method. Sometimes, however, a consideration of this factor is 
useful and provides a closer estimate than could be arrived at 
by other means. For example, an organi>sation specialising in 
the manufacture of electric motors may know that its past 
results have proved that it can depend upon getting approxi- 
mately 20 per cent of the total sales made by the industry. 
Comparisons in the past may have shown remarkable steadiness 
in this regard, and the correlation between its own sales and 
those of the industry may prove it to be a most useful guide. 
It may therefore be possible to dispense with all o dier considera- 
tions except those which come from an expression of policy. 
Thus, the company may decide that the advertising budget and 
the selling expense budget should be increased by 50 per cent, 
in order to try to increase the company’s proportion of the 
total sales from) 20 per cent to 25 per cent. The main difficulty 
with this method of forecasting sales is to arrive at the total 
sales of the indusiry. In those countries where statistical aids 
have been greatly developed, the pi’actice is more common. In 
some countries statistics are available in relation to a few in- 
dustries only, and in these eases it is often found that the 
figures have been prepared from a standpoint with which the 
company cannot harmonise its own figures. This method is 
sometimes used in connection with one individual product in 
order to arrive at the sales of that pardcular commodity. Where 
it is desired to adopt this method of forecasting, the following 
means can be employed — 

(a) Curves should be plotted — one, of general business 
conditions and results covering the product or commodity of 
the industry in general, the other showing the results of the 
particular company. An endeavour should then be made to 
find a fixed relationship between the two. It may be found, for 
example, that where business is 15 per cent above normal, the 
company sho^vs an increase of 10 per cent over the normal 
figure. An attempt should then be made to esamate the con- 
dition of industry for the coming year, and if it was concluded 
that the industry in general w^as likely to show an improvement 
to 30 per cent above normal, it may be implied that the com- 
pany’s turnover would approximate 20 per cent above normal. 
Sometimes no actual attempt to arrive at any mathematical 
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relationship between the two curves is made, but an extension 
of the industry line is attempted in accordance with the esti- 
mated results that will be shown by th#^ industry in general 
over the succeeding period. The trend thus shown is projected 
through the company's curve' and the result translated into 
sales values. (See Figure No. 11.) 

(b) It is sometimes possible to discover another kind of 
relationship between the individual and the general. It is well 
known that changes in a business cycle affect some industries 
later than others. For example, it will often be found that — 

1. Wholesale prices move first and furthest. 

2. Retail prices move more slowly and less violently. 

3. Wage levels change more slowly than prices. 

4. Manufactured articles have a high labour content, 
and change their prices more slowly than raw 
materials having a low labour content. 

5 . Salaries change more slowly than wages. 

6. Rents change more slowly than prices or wages. 

It may therefore be found that the operation of one or other of 
these conditions may mean that the company's sales rise or fall 
during a certain almost fixed period after a corresponding rise 
or fall has been shown by some phase of general industry. If 
some definite logical cause or relation can be shown to exist 
and to account for this position, more notice can be taken of the 
disclosed facts, and it may be possible to calculate some basis 
for computing the sales of the individual company. 

2. The Method of Historical Analogy, 

By this method an attempt is made to discover some past 
period whose characteristics bear close analogy to those operat- 
ing for the current period. This method is based upon the 
assumption that where conditions are similar, results will also 
show a resemblance. The results for the previous period showing 
the points of similarity are therefore examined and the estimate 
for the pi’esent period calculated in the light of the previous 
achievements, allowances being made for the natural growth 
of the company since the last like period, and for any special 
conditions likely to operate. 

3. The General Fosition of Industry, 

Especially since the depression, this method has found 
increasing favour, because abnormal conditions have prevented 
comparisons with previous periods. The sales estimate is arrived 
at by means of a thorough analysis of the whole of the factors 
disclosed by the current situation and an estimate of the effect 
of these upon the industry in general and upon the company 
in particular. Thus, the general state of business over the past 
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two or three years could be carefully examined and attempts 
made to judge the degree of recovery likely to operate for the 
period being budgeted. If it is felt that business will probably 
improve by 20 per cent, the company wpuld then estimate its 
sales allowing for an increase in its own figures to this extent. 
The judgment is based upon the view that the company can 
reasonably expect to command its share of the increase result- 
ing from the return towards business prosperity. Sometimes 
market indices are used for this purpose. The following factors 
are amongst those most commonly used in matters of this kind — 

1. Fluctuations of commodity price indices (raw 
material, wholesale commodities and retail com- 
modities). 

2. Bank clearings, cheque transactions, etc. 

3. Stock and bonds and Stock Exchange quotations. 

4. Raw material production including the condition of 
all primary industries, wool, wheat, timber, fruit, 
dairy produce. 

5. Gold prices, gold share movements. 

6. Weather conditions and predictions. 

7. Overseas trade. 

8. Business conditions generally, including bankrupt- 
cies, deeds of arrangements, etc. 

9. Political conditions (including election dates). 

10. Building and real estate activity. 

11. Business profit and turnover trends. 

12. Labour conditions. 

Many others could be added, but each individual business 
must ascertain for itself those statistics likely to be of most use. 
Sometimes a weighted average is necessary in the case of factors 
which are of particular importance. Thus, the manufacturers 
of motor car speedometers would be much more interested in 
the trend of motor vehicle registration of new cars and trucks 
than almost any other factor, and despite variations between 
business conditions in the automobile trade and general in- 
dustry, would be much more likely to treat the trend of the 
former as of greater importance. Nevertheless, any weakness 
in the general position would necessitate a more careful analysis 
of the whole outlook. 

B. Internal Factors. 

The foregoing methods of sales forecasting are based upon 
the principle of foretelling the probable results from an exami- 
nation of external factors. While due note must always be 
taken of such factors — ^the external angle can never be dispensed 
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with — many companies approach the sales estimates from an 
internal angle. The commencing point is governed by internal 
considerations. In such eases, it is possible to distinguish be- 
tween two main methods of approach — 

1. ‘‘Prom the Top Down.’’ 

2. “From the Bottom Up.” 

1 . “Prom the Top Down.^^ 

This refers to the process which is very often adopted of 
arranging for the business or sales executives to complete the 
estimates of sales, and then to allot these figures to various 
territories and salesmen. The estimate is made as a result of an 
examination of outside conditions, plus a study of the trend of 
the organization’s sales. Of late, the necessity for taking as 
a commencing point the amount of profit that it is desired to 
obtain has been urged upon executives. A thorough analysis of 
all pertinent factors is then made to ascertain the amount of 
sales (including full particulars regarding lines, products, etc.) 
which must be obtained to secure the stipulated return. This 
involves a knowledge of the cost of production of the goods 
being sold, so that the margin between total cost and total sales 
gives the desired profits. 

The total estimated sales should be broken down into lines, 
products and units to facilitate the preparation of the Produc- 
tion and Expense Budgets later. Depending upon the par- 
ticular business, it is also often desirable to break the total 
down into estimates covering separate territories, covered by 
individual salesmen or groups of salesmen. 

Sometimes estimates are made of what it is considered the 
sales in a particular territory should be, and then, in the light 
of past figures and experience, decide what they probably will 
be. In this way any disparities between what could reasonably be 
expected and what probably will result can be inquired into, 
and the result of such inquiries may mean a bracing up of 
the staif and possibly the adoption of special methods, designed 
to bring the probable sales nearer to the estimate of what should 
be secured. Sometimes market indices are used for each par- 
ticular territory. Where these are not available, attempts at 
calculations may be sufficiently inconclusive to make it desir- 
able that some other method of forecasting be adopted. In 
any ease, it is usual to see that territorial forecasts based upon 
market indices are checked with the actual results which were 
obtained in previous periods. 

2. “Prom the Bottom TJpJ^ 

The second method is much more in favour. Estimates of 
future sales covering the various territories are gathered from 
all possible channels, but much importance is placed upon the 
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views of the company’s own salesmen, and, where such exist, 
branch managers. It can reasonably be expected that salesmen 
possess the closest knowledge of the conditions that operate in 
their territories and should be well acquainted with all local 
factors likely to react favourably or otherwise in the near 
future. Furthermore, the salesmen are much more likely to 
give a maximum of co-operation w^hen they themselves have 
played some part in the arrangement and estimates of sales 
quotas. There are, however, difficulties. Few salesmen are quite 
unbiased. They may be tempted to set too high a figure in 
order to secure praise, or to place the estimates unfairly low 
to ensure that they wull have little difficulty in exceeding them 
In addition, salesmen are rarely in a position to estimate closely 
the effect of organisation policies on sales. Under ordinary 
circumstances, a company’s percentage of sales, compared with 
total industry figures, will not vary very greatly. Competition 
alone is usually sufficient to ensure a certain amount of stability 
along these lines. Optimistic forecasts based upon new policies 
may be entirely misleading in the absence of information con- 
cerning the plans of competitors, who may also have decided 
upon increased efforts. Similarly, price cutting may not always 
yield hoped for results, because where such reductions com- 
mence to interfere seriously with competitors’ business, the 
price cutting will generally be met. Thus the company will 
probably secure the same percentage of the trade as it secured 
previously, but with an important decrease in the profit per- 
centage. The foregoing must not be construed as an argument 
against attempts to increase sales. Very often improvements in 
products sold, a general toning up of service, new advertising 
campaigns, additional sales remuneration and similar matters 
will bring an increased turnover. Market analysis will be found 
most valuable in this direction. 

The Desirable Approach. 

Each of the foregoing methods leaves something to be de- 
sired, and it was only a question of time before an alternative, 
designed to embody the best features of the two, was evolv*-d. 
In this case the sales executive, taking into account the whole of 
the conditions, including policies which are likely to have any 
effect upon his forecasts, prepares a preliminary estimate of the 
expected volume of sales. The steps in this preparation are^ — 
1. Examination of the data of past sales in units by 
lines — 

(a) as sold by direct salesmen. 

(h) as sold by agents or distributors. 

(c) as sold by other means. 
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2. Preliminary sales forecast made in units by lines — 

(a) as sold by direct salesmen. 

(b) as sold by agents or distributors. 

(c) as sold by other means. 

3. The preliminary forecasts are checked with avail- 
able statistics, and with salesmen’s estimates. 

4. The report of market research work is received and 
surveys of general business conditions with any 
recommendations which may be made, and the pre- 
liminary estimates are closely examined in the light 
of this additional information. 

5 . The final sales forecast is made in units by lines. 

6 . Using the tentative sales price list, the value of the 
various unit and line sales is ascertained. 

(See Figures 12, 13 and 14.) 

The following is a suggested alternative outline of the 
methods to be adopted — 

1. The expected volume of sales for the whole indus- 
try is estimated and then the proportion expected 
for the particular business. 

2. Past history, past and present trends, market an- 
alyses, opinions of salesmen and sales consultants 
are considered. 

3. A preliminary sales forecast is prepared in the 
light of the foregoing studies. 

4. Turnovers of Plant, Inventories and Operating 
Capital are considered, both from actual and desir- 
able standpoints. 

5. Probable resultant financial conditions are ex- 
amined. 

6 . Profitability of lines is considered. 

7. An investigation of the desirability of adding new 
lines and/or dropping old ones is considered. 

8 . The final forecast of sales is made. 

9 . Sales quotas for territories and salesmen are estab- 
lished. 

10. Sales programmes are planned. 

11. Salesmen’s remuneration and expenses are decided 
upon. 

12. Methods for exercising control over sales results, 
and sales expense are planned. 

Referring again to the results arrived at by the National 
Industrial Conference Board (U.S.A.) it was found that of 
eighty-seven companies, fifty-six extended values, nineteen did 
not do so, whilst twelve took out the original estimates in values. 
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Figure No. 12, 

SALES BUDGET. 
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Figure No. 13, 


SALES BUDGET. 
By Groups of Products. 
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In addition thirty-four companies out of a total of eighty-four 
listed all items separately. A further forty-four companies pre- 
pared groups of products and six others set out the main 
products separately and others by groups. 

Analysis of the Forecast. 

When the company’s forecast and quotas for the period 
ahead are established regardless of the method used, the next 
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Figtoe No. 14. 
SALES BITDGET. 
By Salesmen’s Quotas. 
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task is to break these down into months and quarters, and even 
weeks, where required. This information used to be required 
mainly to facilitate the preparation of the production budget, 
but recently it has become increasingly evident that it is of 
equal value in the setting of standards to cover the control of 
selling, advertising and marketing costs. 

Difficulties in Forecasting. 

Sometimes it is found that the specific problem of determin- 
ing sales probability is extremely complex because — 

1. The number of items is extremely large and greatly 
varied. 

2. Lack of any previous systematic planning within 
the business is evident. 

3. The business is not of a repetitive nature. 

These difficulties can often be minimised by — 

1. A study of the various products in order to arrive 
at groups or classifications which will embrace the 
whole or a major portion of the various items. 

2. The education of the responsible leaders of the or- 
ganisation towards planned activities 

3. A thorough search for correlations sufficient to al- 
low an accurate forecast to be made, even though 
there may be differences in product quantities. 
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Difficulty is also often experienced in breaking down the 
volume of sales, expressed in value, into units and products. 
This will frequently be the case where past sales analysis has 
not included a segregation of the various lines. It is usual, 
under these circumstances, to adopt the same method as has al- 
ready been described of classifying various products within 
groups having something in the nature of common character- 
istics, and affected similarly by economic conditions. Great care 
is necessary in arriving at these groups, and it is a good prac- 
tice to check the results by an examination of what actually 
occurred in the previous period, where such figures can be 
obtained. 

Forecasting Sales of a New Product. 

Generally in eases of this kind, some preliminary market 
research work has been carried out, and the results of such 
investigation would be available. The work to be covered would 
include — 

1. A general preliminary survey of the market cover* 
iug— 

(a) location, 

(b) population and territories. 

(c) industries and pursuits. 

2. A decision as to the method of approach, whether 
this be done by personal visitation or by corres- 
pondence or by advertising. 

3. An examination of the results tabulated, including 
potential consumption, competition, and any special 
considerations. 

4. The suggested approach to the market, including 
when and how the market should be attacked, the 
advertising necessary, the expenditure to be author- 
ised, the methods to be adopted, salesmen and sales 
literature required, methods of meeting competition 
and the prices desired. 

Prom this information, the sales estimate would be pre- 
pared. 

Special Order Trade. 

Special difficulties are often encounteied by concerns 
whose business consists largely or solely of special orders, which 
are often to specifications not known until the order is actually 
lodged. The troubles experienced in preparing budgets in such 
eases can readily be realised. Sometimes no two orders are 
alike. These cases necessitate a search for some correlation 
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^\iiich will ultimately serve as the basis for preparing estimates, 
llius, even in the case of special order businesses, it may be 
i'ound that, while products vary consistently, the kinds of raw 
material and the classes of labour may be strikingly of a stan- 
dard. The search for information of this kind may lead to 
possibilities of formulating estimates based upon these two cost 
elements, either in quantity, in value, in weight or some other 
measure. It is remarkable how well this plan sometimes works 
in cases which look to be most difficult. For example, a com- 
pany manufacturing wireless valves has found the best denomi- 
nator to be a tonnage value. 

Notwithstanding the differences between various orders, it 
will usually be found that much experience and data are avail- 
able and frequently use can be made of standard designs and 
parts, which may have to be manufactured despite the differ- 
ences in final orders. It is true that a manufacturer cannot price 
something that he does not know^ he is going to make, but he 
may be able to say that if his sales of a certain type of product 
amount to £20,000, the material cost and the labour cost will 
average certain respective percentages of the selling total. In 
the case of contractors preparing tenders for special orders, it 
is sometimes found that the most practical method of budgeting 
is to take each individual contract, breaking it down into the 
various costs, such as material, direct labour, indirect labour, 
overhead expenses, etc., and arranging current daily or weekly 
checks on each part of the undertaking as the contract is pro- 
ceeded with. In this way a shipbuilding company endeavours 
to budget labour costs by segregating the total wages incurred 
in connection with a typical freighter into approximately 100 
units, each of which is budgeted. This breakdown then permits 
the localisation of any marked variation between the budgeted 
and the actual, and fixes the responsibilities for such. 

Sometimes the position may be simplified in succeeding 
periods by — 

1. Kepeat orders growing out of special orders. 

2. Procuring from customers estimates of require- 
ments in general terms. 

3. Finalising future contracts. 

4. A common measure may be established, enabling 
planning to be done in yards, tons, etc. 

5. The greater portion of the special orders may have 
certain common characteristics, \vhich may be used 
as the basis for planning. 

It must be recognised that some of these solutions frequently 
almost take the examples from the realms of budgeting and 
place them within those of standard costs. Especially will this 
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be so in the ease of the use of estimates which have been pre- 
pared for arriving at a tender price, and where such estimates 
are afterwards used as a series of standard costs for the job. 
The preparation of budgets for special order businesses is fre- 
quently less satisfactory than for other concerns, except where 
it is possible to discover some element in the sales of previous 
periods which enables a reasonably accurate forecast to be 
prepared. Where special order sales constitute the bulk of the 
turnover and the greatest difficulty is experienced in arriving 
at budgetary estimates, it may be desirable to adopt something 
of a compromise. This could be done by arriving at the total 
volume of the expected sales as a result of a thorough analysis 
and examination of past sales and of all external and internal 
factors wdiich are likely to have either direct or indirect bearing 
upon business conditions in general, and upon the company's 
in particular, during the period wdiich is the subject of the fore- 
cast. This analysis must be extended to include estimates of what 
can be expected in the way of operating profits. No attempt 
may then be made to break down the total figure to show 
any greater detail. When actual special orders are proceeded 
wuth, the estimates made out at the time of tendering can be 
used to exercise control over the profits to be expected from the 
various transactions. This method may be open to objections, 
but is frequently used and generally found to be of value. Be- 
caujse no individual costs (beyond the estimated costs) are 
attempted until the actual order is in hand, control must be 
■increasingly obtained through standard costs methods. It must 
be remembered that methods such as these can be adopted where 
ordinary methods are unsuitable or do not give the degree of 
accuracy desired. Nevertheless, the mistake should not be made 
of being too willing to cast aside the usual methods of budgeting 
because problems confront. There are difficulties in all budgets, 
but most of them will yield to careful planning and analysis. 
On the other hand, a stilted attitude is rarely in the best in- 
terests of the organisation and if it is apparent that a depar- 
ture from usual methods is called for, the step should be taken 
without hesitation. 

Budget Accuracy. 

One of the main objections urged against budgeting is that, 
depending as it does upon the validity of the sales forecast, it 
can only achieve a degree of accuracy commensurate with the 
accuracy of the forecast. The reply to this charge is to be 
found in the Flexible Budget. Even so, the objection is not 
actually a pow^erful one, because while a budget aims at 100 
per cent accuracy, the fact that it does not achieve perfection 
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by no means destroys its value. If this were so, little planning 
of any kind would be acceptable, unless it coincided exactly with 
actual results. The argument raised against the budget, there- 
fore, resolves itself into a condemnation of all planning. Never- 
theless, too much care and attention cannot be paid to accuracy. 
Variations between budgeted and actual figures will certainly 
lessen the value of forecasts, and wide discrepancies may seri- 
ously upset an organisation’s plans and position, especially if 
the errors are not quickly recognised. Thus a production policy 
much in excess of requirements may be inaugurated ; stocks may 
be increased out of all proportion to actual sales; the financial 
position may be affected and the effect upon the profit position 
may well become very serious. Even where sales have been 
under-estimated, equally difficult situations can arise. Perhaps 
it will be found that sales will be lost and discontent be engen- 
dered through shortage of stocks consequent upon an over- 
restricted manufacturing programme. Too much stress there- 
fore cannot be laid upon the desirability of accuracy in sales 
forecasts. 

Responsibility for Sales Budget. 

The sales manager is generally responsible for the prepar- 
ation of this budget, no matter by what method it is compiled. 
With responsibility there must be power, and the sales man- 
ager should be expected to do everything possible to keep his 
actual sales at a figure at least as high as his estimates. The 
methods to be adopted in this regard are more fully dealt with 
later. 

The Next Step. 

Once the Sales Budget is completed, it becomes possible to 
proceed with the estimates of production factors and also with 
marketing costs. Sometimes some of the latter (e.g. advertis- 
ing appropriation) are determined before the Sales Budget is 
completed. In such cases the volume of sales to be expected de- 
pends upon the amount spent on advertising. It is now possible 
to proceed to an analysis of the budget covering the costs of 
selling and handling the products set forth in the sales budget. 
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MARKETING EXPENSE BUDGETS 


Reasons for abnoi'mal increase in marketing expense — necessity 
for study of marketing costs — budgets covered by marketing costs — 
the selling expense budget — ^reasons for preparation* — interrelation 
between sales budget and selling expense budget — standards in 
marketing costs — expenses to be covered — steps in setting up 
marketing standards — ^I’atio of selling costs to sales — the adver- 
tising expense budget — aims — factors in fixing appropriation — 
metlif'ds of amving at apjiropriation figure — ^preparation of the 
advertising budget — advantages of the advertising plan — co-or- 
dination of functions — objections to advertising appropriation — 
packing, sliipping and transportation budget — responsibility for 
expenses — conclusion. 

Reasons for Abnormal Increase in Marketing Expense. 

One of the most remarkable and possibly disturbing factors 
in the development of business over the last decade has been the 
abnormal increase in marketing costs. These comprise those 
expenses which are incurred in getting the finished product from 
the warehouse flioor to the buyer, including advertising, selling 
expenses, and frequently the costs of invoicing and collection of 
accounts. The increases can be traced to the following causes — 

1. The common desire for increased turnover, result- 
ing in the extension of selling operations into areas 
where’ volume is small. 

2. The introduction of more hand-to-mouth buying 
with consequent reduction in .the average size of 
orders and increased sales visits and handling 
charges. 

3. The growth of competition, which has resulted in 
the granting of additional benefits, under the guise 
of service. 

The problem of marketing costs became more serious as 
falls in turnover became more general. Rising sales volumes 
largely hid the extra expenses, but when the position was re- 
versed, the growth in costs of securing orders often became al- 
most startlingly apparent. 
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Necessity for Study of Marketing Costs. 

It is remarkable that so little attention has been paid to the 
investigation and interpretation of these expenses. It is com- 
mon to find businesses, which are extremely careful in the 
matter of production costs, going to long lengths to secure 
efficiency, yet devoting no attention to selling costs. The pre- 
paration of budgets and the exercise of control through these 
would certainly make for greater progress. In cases of falling 
turnover it is frequently found that the only way to maintain 
or to obtain profits is through cost reduction, and marketing 
expenses should bear their just proportion. Often sections of 
marketing costs (for example, advertising) must be increased, 
but there are still many avenues for reduction. In practically 
all cases studies of costs will show some phases in which waste 
has occurred and concentration can be made upon these. 

Budgets Covered by Marketing Costs. 

The budgets necessary to cover marketing costs are — 

1. The Selling Expense Budget. 

2. The Advertising Budget. 

3. The Packing and Transportation Expense Budget. 

1. The Selling Expense Budget. 

This budget is generally prepared by the sales manager, 
though occasionally it is delegated to his assistant. Sometimes 
it is compiled at the same time as the sales budget, whilst at 
others it is prepared after this latter has been completed. Fre- 
quently it is found that many of the records necessary for 
preparing the selling expense estimates must come from the 
accounting department. Indeed, in certain somewhat excep- 
tional cases, the budg’et itself is prepared by the accounting 
department, though this practice is not recommended. Where 
the assistant sales manager is in charge of the preparation, the 
completed figures, either in a tentative or completed form, are 
submitted to the sales manager for his approval. When finality 
is reached, the figures are included with the sales budget^ or as 
a separate budget, or as part of a marketing expense budget. 
The latter generally has most to recommend it. Sometimes 
advertising expense is not treated separately, but is prepared 
in conjunction with selling expense, especially where the sales 
manager is in charge of advertising and the appropriaticm is 
small. 


E 
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Reasons for Preparation. 

Tlie main purposes of this budget are — 

1. To provide estimates of the cost of carrying out the 
sales work necessary to realise the sales budget 
figures. 

2. To provide a basis for judging the desirability of 
working a territory, by giving some indication of 
the probable expense. 

3. To show what the financial requirements of the 
company for expenses of this kind are likely to be. 

4. To provide standards which will in themselves 
enable checks on actual results to be made, and to 
facilitate control over all accounts. 

In order that these aims may be achieved, a preliminary 
essential is the exact definition of ail selling expenses, and their 
classification in terms of responsibility. 

Interrelation between Sales Budget and Selling Expense 
Budget. 

As in the ease of sales forecasts, the setting of sales expense 
budgets is greatly facilitated by the availability of past figures. 
Nevertheless, current conditions must always be taken into ac- 
count. Frequently, in estimating volume for a territory, it is 
also necessary to fix an allowance for selling expenses. Altern- 
atively, it may be necessary to go through the sales budget 
estimating the expenses that will have to be incurred in order 
to realise the figures which have been laid down. Individual 
circumstances will be the best guide as to which method should 
be adopted. Wliei'c expenses are determined at the same time 
as quotas, it is often possible to make appreciable savings by 
slight alterations in the figures of both. For example, to trans- 
fer a salesman from a particular territory may mean a drop 
in turnover, but may nevertheless increase the actual profit from 
that territory. It is well known that it often pays to increase 
expense, and such an increase wisely directed may mean a 
profitable increase in sales. Furthermore, as long as the statis- 
tical data is available, expected results may be analysed suffici- 
ently to be able to turn a loss into a profit, possibly by concen- 
trating upon major or profitable products. Maximum control 
over selling costs can best be obtained by the use of standai’ds 
similar to those which are used to control production costs. 
Not only is it necessary to set up an aggregate amount which 
will be spent for a given function, but also to establisli a unit 
allowance for the performance of those functions for which 
some basic unit can be selected. The adoption of such nnits 
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will give a greater degree of control and tend towards greater 
accuracy in the estimates. Variations can be investigated and 
the extent to which each variation is due to a change in the 
number of planned functional units, and the extent to which 
it is due to a change in the planned cost of each unit, can be 
determined Relative efficiency covering each class of expense 
can be gauged in this way. 

Standards in Marketing Costs. 

The use of standards in this connection necessitates a state- 
ment of what is meant by the term. In the past there has been 
much confusion of thought upon the precise kinds of standards 
indicated and only recently has the conception been clariiied. 
Some treat the standards as representing ideal performance, 
that is, one which should be the ultimate objective. Others con- 
sider standard costs should be treated as an average of past costs. 
Others again indicate a standard as being the desirable and 
reasonable cost to be expected during the period. The last 
explanation more closely approximates the idea of standards 
when used in connection with budgeting, that is “budgeted 
standards.” By a consideration of past performances and prob- 
able future conditions, both within and without the company, 
it is possible to forecast a level of performance, and to set up 
budgeted standards, which can reasonably be treated as being 
capable of accomplishment. Where care is exercised in the 
computation, variations between the budgeted and the actual 
can generally be divided into controllable and non-controllable 
differences and examinations designed to improve the position 
can be attempted. 

Expenses to be Covered. 

In addition to estimates of salesmen’s salaries and expenses, 
it is necessary to arrive at forecasts of — 

1. Sales Office Expenses (including office salaries, tele- 
phone, postages and telegrams, insurance, rent, 
etc.). It is unlikely that one period will greatly 
differ from another, and past results will therefore 
guide the current appropriation. 

2. Discounts and Bad Debts. These are generally ar- 
rived at by an allowance on sales, the percentage 
being set after a survey of results of previous 
years, together with a close examination of debtors’ 
accounts and the trend in relation to each individual 
account. 
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Steps in Setting up Marketing Standards. 

The steps in setting up budgeted standards for marketing 
costs, through the use of units, are — > 

1. The grouping of the previous year’s expenses ac- 
cording to the activities for which they were in- 
curred. This is generally done from a bookkeeping 
standpoint, though it may be found necessary to 
vary the existing practice somewhat so as to facili- 
tate apportionment. The alteration would provide 
for some better unit of measurement and would 
allow the costs on any individual function to be 
segregated in the accountancy system. 

2. The selection of the units which will be used to 
measure the various services which were given in 
the past, and will be given during the future period. 
It is necessary to use care in the choice of a unit, 
though the same measure may be used for a number 
of expenses. Common units would be — 

(a) Calls made by a salesman. 

(b) Number of items in each order. 

(c) Number of sales accounts. 

(d) Number of sales invoices. 

(e) Number of sales orders. 

(f) Number of sales collections. 

(g) Mileage covered. 

By dividing the total number of units for the past year 
or years into the total of the functional expenses incurred, the 
average unit expense can be obtained. Thus, if the total func- 
tional expense for the whole of a salesman’s activities was 
£100 and 1000 visits were paid, the unit cost per visit would be 
2s. The sales budget figures may have anticipated an increase 
in the number of visits to be made in the period covered by 
the budget. It may be estimated that these wmuld be increased 
to 1200 visits, but it is not likely that the cost per visit would 
work out at the previous unit cost of 2s. As some of the visits 
can be made in conjunction with those that have been made in 
the ' past and which it is proposed to continue, the unit cost 
should possibly not exceed Is. lOd., and the total functional 
cost to be allowed would therefore be 1200 times Is. lOd., 
equalling £110. Alternatively, the result may be approached 
through a calculation that the extra 200 calls should mean an 
increase in expense of not more than £10, making £110 in all, 
and averaging out at Is, lOd. per call. 
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A list of suggested functional service activities and units 
would be — 


Actimty. 

1. Sales records. 

2. Sales promotion. 

3. Sales promotion. 


4. Eecording of 
orders. 

5. Stock allocation 
and records. 


Worlc Covered. 

Quotations, itineraries, or- 
ders. 


Suggested Unit. 

Number of individual 
entries. 


Search for new customers. Fixed amount. 


All kinds of letter writing Number of letters, 
necessary to promote 
sales. 


Entering orders, including Number of orders, 
all records necessary. 

Inventory control, keeping Number and value of 
stock in order. stocks. 


6. Warehousing, 


Assembly of orders, rates 
and transportation. 


Number of orders and 
number of ship- 
ments. 


7. Invoicing, 

8. Accounting. 


' 9. Collections. 


Making out invoices. 

Accepting cash, making out 
receipts, calculating com- 
missions, assessing credit, 
posting debits, etc. 

Usual work in this connee 
tion. 


Number of items. 

Number of accounts 
and number of or- 
ders. 

Number of accounts. 


10. Sales Compensa- Travelling Expenses, 
tion. 

11. Sales Eemunera- 
tion. 


Number of calls, and 
mileage. 

Number and volume 
of orders. 


12. Supervision. By the Managing Director, Fixed amount, 

etc. 


Ratio of Selling Costs to Sales, 

The selling expense budget therefore largely resolves it- 
self into a preparation of estimates for the budget period based 
upon past results, but altered to take into account economies 
desired, differences between expected sales and past sales and 
variations in policy. 

Once the total of all selling costs has been secured, it is a 
simple matter to arrive at the ratio existing between the selling 
cost and the sales. If the total sales amounted to £5000, and 
the expense amounted to £250, the ratio would be 1 in 20, and 
therefore Is. in the £, or 5 per cent. Depending upon segre- 
gation of costs and statistics, the use of ratios can give greater 
control in special directions, and minor budgets supporting tlie 
selling expense budget can be prepared covering — 

1. Control Over Frodncts. 

If the costs of selling any particular product are known 
and statistics are available covering the sales of such product, 
such standards can be set up to cover future costs. Thus a budget 
can be prepared for all products separately or for groups of 
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products or for major products only. This is very useful 
■where a particular product is carrying a very fine margin 
of profit and strict control is desired. The statement setting 
forth the budgeted figures would appear as a supporting 
statement of the general selling expense budget. (See Figure 
No. 15 ) 

2. Control Over Customer Classes. 

This is designed to set forth those customer classes which 
are unprofitable and to set down standards which will show 
whether they can be made profitable. Certain customers, per- 
haps because of geographical position, may never become a 
very profitable proposition, and a budget may be laid down so 
that the expenses can be kept within limits. 

3. Control Over Size of Orders. 

The idea of setting down budgets for these is to make cer- 
tain that small orders are not allowed to play too large a part 
in total turnover. It is well known that the cost of fulfilling 
small orders is out of all proportion to that of large ones, and 
it is quite possible for a situation to emerge wherein, by an 
inordinate grow^th of small orders, profits would seriously fall. 
A budget w^ould have the effect of not allowing such a position 
to develop without due notice of the variations being brought 
before the sabs manager. 

4. Control Over Territory Costs. 

Quite often the total of selling expenses is approached by 
means of estimating the selling costs likely to be incurred in 
each territory. In any case it is often advisable to segregate 
the necessary particxilars and statistics to allow a comparison 
of actual results with budgeted standards set up to govern the 
costs of each particular territory. DifiSeuIties and differences 
between territories are ahvays to be found, and a sales cost of 
2s. fid. may be a bad result in one territory, while a figure of 
5s. may be a good one in another. Similarly taxation may re- 
quire the closest analysis of results, and this may lead to the 
establishment of budgets for various states or territories. Where 
this procedure is adopted, the amount of the various functional 
costs relating to each territory is totalled, and this is reduced 
to unit or product costs. The information thus obtained is later 
compared with actual results and variations noted and inquired 
into. (See Figure No. Ifi.) 

5. Control Over Salesmen's Costs. 

Frequently selling expense quotas are set when sales figures 
are decided upon. Each salesman is expected to reach certain 
turnover figures and must do this while keeping his expense^jj 
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within certain prescribed limits. Thus individual budgets are 
set up and variations in actual amounts spent are noted and 
examined. (See Figure No. 17.) 

Some of the foregoing methods are used, not only to pro- 
vide standards for control, but sometimes to facilitate the com- 
putation of the total selling expense budget. 

2. The Advertising Expense Budget. 

As stated previously, this may be treated as part of the 
selling expense budget where the advertising is under the direct 
control of the sales manager, or where thfe amount of the adver- 
tising appropriation is not large. Even where the two functions 
are administered separately, a large amount of co-operation and 
co-ordination of effort is essential. The amount of the adver- 
tising appropriation for the coming period is frequently fixed 
by the Board of Directors or by the chief executive, though it 
is general for both the advertising manager and the sales man- 
ager to be consulted. Where the two functions are administered 
separately, the need for seeing that the advertising policy is in 
accordance with the selling policy is of the utmost importance. 

Even in those organisations which have in the past pre- 
pared budgets for certain of the activities of the business, it is 
not unusual to find that an advertising budget has not been 
included. Very often a statement by the advertising manager, 
couched in very general terms, has concluded with a submission 
of a certain sum as a recommendation for the advertising ap- 

Fiotire No. 16. 
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propriation for the year or some lesser period, and this has 
gone forward to the Board of Directors for approval. This 
method is quite wrong unless advertising plays a most insig- 
nificant part, a lump sum allowance being then included with 
selling expenses. 

In few cases will an advertising budget be found unneces- 
sary. Nearly always it will be found most helpful, not only to 
control advertising expense, but also to allow the advertising 
manager to make his commitments in those fields likely to yield 
the best results. 

The Aims of the Advertising Budget. 

These can be stated as follows — 

1. To make possible full review of expenditures and 
translate these into statements of results. 

2. To obtain a birdVeye view of the departmental 
activities. 

3. To serve as a constant reminder of the responsi- 
bility for securing adequate returns upon the firm’s 
advertising investment. 

4. To serve as a danger signal calling attention to 
wastages and leaks, which can often be stopped be- 
fore becoming serious. 

5. To obtain a record of experience for future use. 

6. To keep the various expenditures in proportion. 
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Factors in Fixing Appropriation. 

The following factors should be taken into account in fix- 
ing advertising appropriation — 

1. Advisability of advertising. 

2 . Efficiency of present advertising. 

3 . Best method for the future. 

4. Copy angles and appeals. 

5. Value of different media. 

6. Value of contests, samples and displays. 

7. Trade mark and slogan values. 

8. Colour and position value. 

9. Reaction to changes in advertising. 

10. Competitive adv^^rtising value. 

Methods of Arriving at Appropriation Figure. 

There are several methods of arriving at the appropriation 
figure — 

1. Percentage of Sales or Profits Method. 

This involves the analysis of sales over the past one or inore 
years, together wdth the amount which was spent on advertis- 
ing dnring those periods. From this information the figure for 
the coming period is prepared after taking into account a fixed 
percentage of sales or of estimated profits based upon the previ- 
ous results examined. Thus, if sales in 1935 were £250,000, 
and the advertising appropriation was £10,000, the advertising 
ratio to sales would be 4 per cent. If the estimated sales for the 
coining period were set down for £300,000, an amount of 
£12,000 would still represent 4 per cent allowed. A step fur- 
ther in this method can be taken by going back to previous 
periods, and forming an idea of trend. For example, it may be 
found that, in 1932, 5 per cent was allowed, in 1933 4| per cent, 
in 1934 4i per cent, and in 1935 4 per cent. It may be decided 
that sales progress over those years has been quite satisfactory, 
and it is therefore proposed to make the appropriation for the 
then current year (1936) 3f per cent. This is not a good 
method, though applicable in certain eases. It takes no account 
of conditions likely to be experienced dnring the current year, 
or the possibility of differences from past years. 

2. The Task Method. 

A definition of the task to be accomplished is necessary, 
followed by a plan for working out the amount required to 
carry this out. The sum allowed should represent what is 
deemed to be a fair and equitable allowance to cover the cost 
of the advertising work contained in the plan Sometimes an 
alternative is advanced. If budgeted sales amounted to £250.000, 
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it may be decided to allow a certain sum to cover a turnover of 
£200,000, plus an extra amount, either fixed or variable, for 
each additional £10,000, £25,000, or £50,000 worth of sales ob- 
tained. This, of course, could be interpreted on a monthly 
basis. 

3. The Per Unit Method. 

Under this arrangement, a definite amount is levied on each 
product sold, The sales price of each product is taken to include 
an amount which will reimburse for advertising spent on that 
product. When sales are made, that proportion of the sales 
price is transferred to the advertising appropriation reserve, 
out of which all amounts for advertising are to come. Thus, in 
the case of an article selling for Is., one-twelfth of the amount 
of all sales of this article may be used for the advertising re- 
serve account, which account would control the amount and 
volume of the advertising to be done on this product. This 
method has the obvious weakness of limiting the advertising ap- 
propriation to amounts obtained from sales. This can seldom 
be recommended because advertising is often wisely increased 
when sales are poor. In addition, seasonal goods, for instance, 
should be advertised before the main selling season commences. 
Nevertheless, in certain eases this method can be adopted. 

4. The Bminess Conditions Method. 

This takes into account the state of trade as it is likely to 
be during the period to be covered by the budget. In the case 
of a depression, for example, some firms would, as part of a 
general policy to cut down on costs, reduce the advertising 
appropriation, while others, viewing the matter in a different 
light, would boldly increase the amount to be spent, recognising 
that only by such a measure would sales volume be preserved, 
or at least kept at as high a figure as possible. This is a com- 
mon method and frequently employed after a thorough exami- 
nation of sales possibilities for the coming period. 

5. The Watchmg Competitor Method. 

An attempt is made to gauge the amount to be spent on 
advertising by leading competitors, and an appropriation made 
based on such particulars. This idea is, however, not as com- 
monly used to arrive at the appropriation, as it is in the actual 
spending of the money appropriated. Thus, a full-page ne-ws- 
paper advertisement (or a number of them) by a competitor is 
often taken to warrant a full page in reply. 

6 . The Number of Prospective Purchasers Method. 

In order to adopt this method, it is necessary to know, 
firstly, the number of prospective purchasers that the advertis- 
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ing is designed to reach, and, secondly, the amount which it is 
thought would be a fit sum to pay per prospect. Though these 
are both hard to gauge, the former is especially so. It seems 
likely that only approximate estimates could be obtained, and 
therefore it is probable that it would be just as wise to fix on 
a sum outright, because, consciously or otherwise, some such 
sum would enter into the amount allowed per prospect. 

7. The Goodwill Method, 

This consists of an evaluation of goodwill and an appropri- 
ation based thereon. It is used on very few occasions and then 
only when special conditions make its use peculiarly advan- 
tageous. 

While these are the main methods of approaching the ad- 
vertising appropriation, frequently a combination of two or 
more is adopted. 

Preparation of the Advertising Budget. 

A suggested procedure to be adopted for preparing this, 
budget is — 

1. Statements should be obtained showing, firstly, the net 
sales, and secondly, the total advertising expense for the pre- 
ceding year or years by — 

(a) Territories. 

(b) Products, major products, or groups of products. 

(c) Character of media used. 

2. A tentative total figure is set up for the following 
period. This is arrived at only after the closest consideration 
of past results, estimated sales for the future, and the probable 
profits. Close attention is given to the distribution of the pro- 
ducts, particularly major products and groups of products 
which are expected to yield the figures. 

3. The methods of spending past advertising appropriations 
are examined In the light of past expenditures and past sales, 
it is possible to reach closer estimates of the worth of various 
types of advertising, ranging from newspaper and radio to 
window displays and samples. The intelligent administration 
of this function over previous years will make very much easier 
the assessing of relative values for budgeting advertising 
through dijfferent media. Frequently the advertising manager 
will find it necessary to consult those sub-executives who are in 
charge of each particular group of product sales. 

4. Having arrived at the total amount to be spent over the 
period, this is spread over the advertising media, such as news- 
paper advertising, radio, posters, samples etc., a further divi- 
sion being made to show the amount to be spent in each month 
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during the period. This is especially necessary Avhere certain 
forms of advertising demand special treatment during a par- 
ticular season of the year, or where certain products have only 
a seasonal appeal. (See Figure No. 18.) 

5. The budget thus prepared is used as the guiding plan 
to control the advertising activities during the budgetary ])eriod, 
and arrangements are made whereby the amounts which are ac- 
tually spent are inserted against the budgeted amount. Atten- 
tion is thus drawn immediately to any amounts over- or under- 
spent. 

6. Where desirable (and it will generally be found to be 
so) a further division of monthly media totals can be made 
by appropriating certain amounts to products, groups of pro- 
ducts, or some other suitable division. This allow^'S a further 
check and facilitates concentration where most desirable, especi- 
ally in cases of special selling campaigns. (See Figure No. 19.) 

7. To facilitate accounting definition and simplified adver- 
tising records, it is often advisable to adopt symbols. The media 
are distinguished by an account number and products are given 
a numerical index. 

Advantages of the Advertising Plan. 

A method such as this enables the advertising to be carried 
out according to a plan which will have the advantage of having 
been prearranged to ensure maximum value for the business as 
a whole. Where no such plan is available the money may be 
spent haphazardly, perhaps too much being diverted to one 
particular form of advertising, and one set of products receiv- 
ing more than its due amount of attention. The best possible 
picture of the ground that must be covered should be given by 
the budget. The various factors should be seen in their true 
perspective, and attention can be directed to those products 
which deserve special treatment— those that are excellent profit 
earners, those subject to keen competition, or those new on the 
market and requiring extra publicity. Furthermore, a carefully 
thought out advertising budget sets down certain figures which 
later can be used as standards for the control and cheeking of 
advertising operations. 

Co-ordination of Advertising and other Marketing 
Functions. 

In addition to these factors, however, it is invaluable for 
the advertising manager to be able to consult those officials 
closely associated with the selling of divisions or groups of pro- 
ducts, so that marketing as a whole can be co-ordinated with a 
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view to presenting a well' rounded publicity and selling pro- 
gramme. If no budget is available as a guide, sueli matters often 
receive very casual attention, and it is not to be expected that 
all factors can be treated with the same thoroughness through- 
out, The advertising appropriation is often for a very large 
sum, and if the amount was being spent in the factory all sorts 
of precautions would be taken to see that the utmost efficiency 
was obtained. 

Objections to Advertising Appropriation. 

It is sometimes urged that because of difficulties of com- 
petition, no appropriation should be made, and the advertising 
should be controlled according to the state of trade and the 
activity of competitors. These factors are not inconsistent 
with budgeting. In the first place, they do not prevent an 
appropriation being made in respect to those media which are 
not really affected by such matters. Furthermore, by keeping 
the budgetary figures in general terms, and concentrating upon 
much shorter periods as far as the details are concerned, good 
results are generally obtained. Thus, though the budgetary 
period is six months, the advertising appropriation could be 
fixed in total for that period, but details relating to media and 
products could be confined to monthly figures, or, if necessary, 
to even lesser intervals. All figures should, however, be esti- 
mated as carefully as possible so that the budget may have a 
real guiding influence, 

A further method meeting the difficulty of specifying the 
exact amount, can be found in the provision of a number of 
estimates, after the style of the Multiple Budget. Thus an 
advertising programme wmrked out to cover various appropri- 
ation amounts may enable control to be exercised no matter what 
amount is finally decided upon, 

3. Packing:, Shipping and Transportation Budget. 

This budget is often comprised of the following — 

1. Warehouse costs. 

2. Packing costs. 

3. Transportation, shipping and delivery expenses. 

These may be budgeted in any one of four ways — 

1 . As part of marketing expense. 

2. As part of manufactitring expense. 

3. As partly manufacturing and partly marketing. 

4. Separately, 

Which of these methods is the best to adopt depends upon 
the conditions operating in the business itself. The accounting 
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practice is usually one of the main considerations in specifying 
the best treatment. There are obvious advantages in having* the 
packing and shipping expense budget follow the same grouping 
as the accounts. However, there is a general lack of uniformity 
in its treatment. Frequently the attitude is adopted that the 
shipping of goods is a separate function of the business, and 
this therefore involves a separate segregation of the expense. 
In practice, the method of treatment largely depends upon the 
importance of these expenses and the volume they reach. Where 
this is likely to be large, they are treated as a separate function. 
The advocates of this method point out that goods may be 
manufactured without incurring any shipping (or sometimes 
packing) expenses, and, likewise, they can be sold irrespective 
of such expense. 

1. Warehouse Expenses. 

These comprise all labour costs in and around the ware- 
house, repairs and maintenance of the warehouse and its equip- 
ment, and all general expenses (such as rent, caretaking, light- 
ing, heating and insurance) in connection therewith, A study 
of past costs should quickly yield reliable data on which to 
estimate the expected charges for the period covered by the 
budget. It would, of course, be necessary to take into account 
any changed conditions or special circumstances (such as ex- 
pected increases in stocks) which would materially alter past 
results. If it was desired to set down certain standards for 
closer control this could be done. These expenses resolve them- 
selves into (1) investment, and (2) storage. In the case of the 
former, it is often possible to apportion these to the various pro- 
ducts by using as a unit a proportionate inventory value basis. 
The storage expenses could be allocated on the proportion of 
warehouse space occupied, where any such allocations become 
necessary. 

2. Packing Costs. 

Whilst past results would again be the principal guide in 
arriving at the estimated future expenses, more notice would in 
this case have to be taken of the effect wdiich alterations in the 
expected sales would make as compared with those of previous 
periods. For example, some products may require packing and 
others may not. Though a sales increase of only 5 per cent in 
total may have been allowed for, actually products requiring 
packing may have been shown at 20 per cent above the previous 
figures and therefore a larger appropriation for packing expenses 
would be necessary. The provision of standards for packing is 
a somewhat difficult matter. Sometimes it is a question of 
weight and occasionally of bulk, but it generally resolves itself 
into the number of units moved. This is especially so in paek- 
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aged merchandise. It will be conceded that generally time 
consumed is a more important matter than energy consumed. 
It therefore becomes necessary to arrive at a ‘^standard 
handling unit’’ in calculating the budget amount. For example, 
a unit could be a case of merchandise small enough to be 
handled by one man, and ordinarily shipped without repacking. 
Those commodities packed in different ways, and requiring per- 
haps unusual handling can be referred to this standard unit by 
means of ratios. Where necessary sample time studies can be 
used to ascertain the ratios. 

In arriving at the units for warehouse and packing costs 
the following information would be essential — 

1. A satisfactory figure for the average inventory in- 
vestment. 

2. The amount, of floor space for each commodity. 

3. The average time consumed in various handling 
operations, and the basis for determining the ratios 
necessary for converting various containers into 
standard handling units. 

L Frequency of orders covering each commodity, the 
total sales volume and the number of units sold. 

5. A complete statement of all expenses under the var- 
ious necessary headings. 

3. Transportation Charges. 

These can be divided into the following — 

1. Charges representing cartages, freights, postages, 
etc. — 

(a) which are not included in the ordinary selling 
price and are therefore added to the invoice 

(b) which are included in the ordinary selling 
price and are therefore not added to the in 
voice. 

2. Charges on incoming goods — 

(a) which have to be added to the cost of such to 
^ arrive at the *Mn store” cost of the goods. 

(b) which are included in the invoice cost of the 
goods, and which, if paid by the company, 
must be deducted from the invoice cost. 

3. Charges representing trans])ortation costs directly 
or indirectly applicable to an expense account. 

Estimates must be made of the above divisions. If reliable 
data covering past results and the proportions which expenses 
bore over previous years to total sales (and perhaps t(' total 
territorial sales or product group sales) and to total purchases 
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m available, the preparation of the figures will not occasion 
much difficulty. It is generally possible to estimate these ex- 
penses very closely. (See Figure No. 20.) 

Responsibility for Expenses. 

At times such expenses as have been described (warehouse, 
packing and transportation) are not under the direct control 
of the sales manager. They may still be included in the Market- 
ing Expense Budget, but control may be exercised in relation 
to them separately, whilst at other times they may form a dis- 
tinct budget. The exact method of treatment is largely imma- 
terial, as long as responsibility for preparation and perform- 
ance is defixiitely fixed. 

Conclusion. 

As has been mentioned previously, marketing costs are re- 
ceiving more and piore attention, but it Is remarkable that the 
advance in this direction has not come sooner. In the past few 
organisations have seen fit to direct marketing expense with the 
care and attention lavished on all the productive activities of 
the business. However, the position is now being forced, be- 
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caiLse marketing expense is beginning to reach greater propor- 
tions than ever before. The rising tide of this outlay is de- 
manding the attention of executives and is leading directly to 
the establishment of methods of control and computation of 
efficiencies. There is a growing* realisation of the meaning be- 
hind the question, ^AYhat does it profit a business, if what it 
gains in the factory, it loses in the sales department?’’ The 
budget offers excellent possibilities for keeping check on mar- 
keting expenses and making money spent in this manner show 
maximum results. 
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Differences in factory operating conditions — aims of the manu- 
facturing budgets — the production budget — ^methods of planning 
— essential knowledge— vaiiatious in production planning — aims 
of the production budget — steps in preparation — responsibility 
for production budget — the materials budget — factors in control — 
objects — ^value of costing systems — ^use of group ratios — ^materials 
to be budgeted — Iiudget preparation — classes of materials — steps 
in completing estimates — responsibility — stores and materials 
expense budget — the purchase budget — desirable material de- 
liveries — limiting factors — requisite information — aims — budget 
and purchasing procedui'e — preparation — budget period — respon- 
sibility — purchase expense budget — the labour budget — inter- 
pretation — purpose — effective control of labour — ascertaining 
labour required — methods of estimating — ^keeping employ- 
ment even — ^value of the labour budget — ^relationship between 
labour and payroll budgets — desirable procedure — three other 
budgets — occupational — welfare — staff — ^the labour budget period — 
the use of ratios — plant and equipment budget — objects — import- 
ance-causes of machine replacement and expansion — the desirable 
amount of plant — preparation considerations — authorisation of 
projects — responsibility — repairs and maintenance budget — cost 
variations between periods — basis of preparation — responsibility — 
purposes — preparation — ^repairs effected by the factory — repairs 
not included in the budget — manufacturing expense budget — classi- 
fication of manufacturing expenses — ^methods of allocation — diffi- 
culties in pi'eparation — ^methods of preparation — budgets affected 
by manufacturing expenses — flexibility of estimates. 

Once the Sales Budget has been completed, either in total 
or up to a certain appropriate stage, a copy is sent to the fac- 
tory manager or to the executive in charge of factory operations, 
who will break down the quantities of the different products 
which the sales department expects to sell, into terms of raw 
materials required, and the manufacturing processes to be per- 
formed upon them,. Manufacturing processes, in turn, will be 
analysed into hand labour requirements and machine operations 
or processes. In order to judge whether a factory is in a posi- 
tion to deliver the goods called for, it is necessary that a com- 
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plete statement of the production capacities of the various 
departments of the factory should have been prepared. It will 
then be possible to compare the goods ca]led for by the sales 
budget, as far as the manufacturing processes involved in pro* 
dueing these goods are concerned, with the productive capacity 
of the various departments, machines and men at the disposal 
of the factory. This will also show whether the proposed sales 
programme utilises the productive capacities of the plant satis- 
factorily or otherwise. If the factory managers find that they 
can turn out the products called for with their present equip- 
ment of men and machines, they will probably approve the sales 
budget without change. If, on the other hand, the sales budget 
involves additional machines or the employment of additional 
labour, the factory management must prepare a statement on 
the subject, with recommendations as to the advisability or other- 
wise of the extensions. Should the general management then 
decide to carry out the sales budget, instructions to that effect 
should include authorisations to the production department 
covering the expenditure necessary for the extensions described. 
The factory management should always call attention to any 
production facilities which would be left idle after manufac- 
turing all products called for by the sales budget. 

The translation of the sales forecast into a production pro- 
gramme necessitates the following factors being taken into con- 
sideration — 

1. The present inventory position and the desired one. 

2. The most eflScient methods of production and the 
adequacy of all necessary facilities for such. 

3. The most efficient quantity programme, worked out 
from the standpoint of economical lots. 

4. The length of time required to manufacture various 
products. 

5. The necessities for levelling production and the 
best methods by which this can be achieved. 

It will be gathered from the foregoing therefore that Manu- 
facturing Budgets generally include the following — 

1. Production Budget. 

2. Materials Budget. 

3. Purchases Budget. 

4. Labour Budget (and Payroll Budget). 

5. Plant and Equipment Budget. 

6. Repairs and Maintenance Budget. 

7. Manufacturing Expense Budget. 

Whereas in the case of the sales budget and the marketing 
expense budget the procedure is, in principle at all events, some- 
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what uniform, the plans followed in the case of the mannfae- 
turing budgets very largely depend upon the circumstances of 
the particular business involved. Manufacturing operations can 
differ so widely that it cannot be expected that 'one method of 
procedure can be taken as a standard. In addition to funda- 
mental differences in factory production, there are also other 
matters which must necessarily have a strong influence upon 
the methods to be followed. Where a costing system is already 
in operation, this will be of the greatest help in arriving at the 
various essential unit costs for completing the budgetary esti- 
mates. A standard cost system is of even greater help and largely 
ensures the success of the budget, as a maximum amount of con- 
trol and a scientific approach to the predetermination of results 
become possible. 

Differences in Factory Operating Conditions. 

The method to be followed in the preparation of the manu- 
facturing budgets, then, depends upon the conditions operating. 
From the budgeting standpoint, a preliminary grouping of or- 
ganisations would be — 

1. Those which have a standard costing system in 
operation. 

2. Those which have accurate costing systems, not of a 
standard costing type. 

3. Those whose cost finding is primitive or non- 
existent, 

A further division, however, can be made — 

1. Where a product of simple nature and comprising 
one or a few parts only is manufactured. 

2 . Where a single product is made, but of complex de- 
sign, and involving a large number of parts. 

3 . Where a large number of products of either simple 
or complex design, but of stock pattern, are made. 

4. Where products are manufactured to special de- 
sign, as in the case of special orders. 

Here, again, the fundamental differences between these 
various types of manufacturing concerns are such as to warrant 
different treatment. 

Aims of the Manufacturing Budgets. 

No matter what differences there may be in relation to the 
manufacturing programme, however, the aims of the manufac- 
turing budget are- 

1. To co-ordinate production (and its inclusive opera- 
ations) with the sales estimate. 
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2. To harmonise each and ail phases of the productive 
processes. 

2. To plan the various functions, which are part of 
productive performance — viz. materials, purchases, 
maintenance, equipment, labour, expense. 

4. To analyse the various operations which together 
total the factory cost in relation to each unit, groups 
of units, product or groups of products, included in 
the sales estimate. 

5. To provide plans and estimates which can be 
considered in terms of efficiency for the purpose of 
lowering costs, or increasing production, or making 
some improvement in the general factory opera- 
tions. 

6. To use the budget as a controlling device so that 
the plans as set forth materialise, or, alternatively, 
that factory performance and costs can be modified 
or extended in terms of sales and made to preserve 
the utmost co-ordination with them, 

1* Co-ordination with Sales. 

It is, of course, useless for the sales department to prepare, 
even with the greatest care, sales ^timates which involve a 
production programme which cannot possibly or economical]} 
be carried out by the factory. It is essential that the sales 
budget be practicable from a production standpoint. While this 
may not present many difficulties, there are degrees of co- 
ordination, and in the interest of the business as a whole, a 
result should be aimed at which will give the greatest efficiency 
in the factory, as well as in the sales department. This will 
probably necessitate the closest collaboration between the sales 
and production managers, and this consultation usually takes 
place Just prior to the fiinalisation of the selling estimates. Such 
measures are necessary to avoid producing some items at an 
above capacity production rate, and others in comparatively 
small quantities. Even after agreement has been reached, fur- 
ther adjustments may be necessary when the production of the 
various units is more closely examined. With co-operation be- 
tween the departments, sales estimates representing the best 
plans for both selling and production can finally be adopted. 

2. Co-ordination within Processes* 

Not only must sales estimates be capable of factory per- 
formance, but manufacturing operations must also represent 
a balanced programme. Overworking certain portions of the 
plant while others remain slack does not tend towards efficiency. 
Most success will come from the maximum working of all see- 
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lions of the factory and, of course, the nearer each of these 
sections can come to capacity volume the better the results. The 
success possible in these matters can only be determined by 
breaking up the various units, groups of units, products, or 
groups of products into the factory operations necessary, fol- 
lowing them through in logical sequence, and judging whether 
the flow of work is smooth and free throughout. 

3. Functional Planning. 

Before a production budget setting out in precise terms 
the production programme and policy to be followed over the 
budgetary period can be prepared, a thorough examination of 
the volumes of the various products that it is desired to manu- 
facture is necessary. Especially in seasonal products, sales of 
equal volume are not made each month throughout the year; 
indeed, in some businesses products are sold only for two or 
three months of each year. The maker of agricultural machinery 
is an example. At one period of the year ploughs and harrows 
are being sold, and at another binders and harvesting machin- 
ery. Where the budget shows that it is expected that 5000 
harvesters will be sold in three months of the year, it may be 
foolish to arrange the production programme so that 420 
machines are produced each month of the year. If this was 
done, by the end of the selling year, so far as these machines 
are concerned, perhaps only 4200 machines would have been 
produced. Instead, it may be arranged to have at least 4500 
machines available by the first of the selling months, leaving a 
further 500 machines to be produced as soon as possible aftei’- 
wards. There are two important factors which guide this 
policy — 

1. The ideal method would be to arrange the production 
programme in such a waj^ that the finished article would be’ 
completed in the safest minimum time before its actual sale. 
Some motor ear manufacturers in U.S.A. have arrived at excel- 
lent standards in this connection, motor cars being cleared 
through the sales department practically as they come off the 
factory floor and testing ground. Unfortunately, for the aver- 
age manufacturer this standard of perfection is not possible. 
Bearing in mind, however, the cost of carrying inventories (esti- 
mated as ranging up to 20 per cent), the matter is extremely 
important and over the recent depression many companies were 
able to effect great improvements, and incidentally large sav- 
ings, by the wise reduction of stocks in hand. 

2. While the foregoing is theoretically perfect policy, there 
are other factors often making it advisable, from a practical 
standpoint, to alter the arrangements. Experience has taught 
that more cfiieiency and better results are obtained by employ- 
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ing a normal staff to capacity, or almost to capacity, over a 
longer period of time than by working extra shifts at over 
capacity rates for a short time. The reason is, of course, be- 
cause the workmen are more efficient (largely because they are 
more contented) when they are engaged on the same work over 
a period, and their work is generally of a much higher quality 
than that of employees (often recruited somewhat haphazardly 
and frequently with limited experience of the particular job 
they have to do) who are engaged to push through production. 
It is generally found advisable therefore to control production 
in such a way as will result in the employment of permanent 
labour for as long a period as possible, providing that capacity 
or near capacity output is obtained. The wisest procedure seems 
to be a compromise between the inventory position and the 
labour position. 

None of these questions can be solved until the capacity of 
the plant in relation to the various operations, and the amount 
of production it is necessary to undertake, are known and divi- 
sion is made into estimated monthly sales. Prom the resultant 
figures the advisability or otherwise of evening up production 
can be gauged. 

When the total products to be manufactured each month 
are known the next step is to break these down into — 

(a) Raw materials. 

(b) Production operations. 

Prom the first it is possible to compute the amount required 
for productiv-e purposes each month. This material must, of 
course, be on hand when the relevant productive process is 
commenced. Similarly, necessary stocks of other materials used 
in the manufacturing process must also be available. These 
factors are covered by the materials budget, the purpose of 
‘which is to plan the procurement of all materials required to 
process the product, whether these are portion of the final pro- 
duct or are in the nature of auxiliary supplies. 

When the various operations are analysed it is possible 
to follow the routing of the product from the raw material 
stage to the finished article. In process the unit may pass 
through several departments and through various machines, 
Reference has already been made to the necessity of seeing that 
the productive processes are so co-ordinated that no machine is 
so much in demand as to interfere with the normal fliow of work. 
Where this condition cannot be arranged it may be necessary 
to purchase new equipment. This may be a better solution than 
attempting to alter the selling programme, but in any case nor- 
mal growth will indicate the logical step. The operations to be 
performed by the various machines in relation to each product 
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would be known and therefore the total operations for all pro- 
ducts could also be ascertained. By past experience, or where 
necessary (as in the case of a new product) by actual test, the 
estimated working time which will be spent by each machine 
upon the total production can be calculated. The operating 
capacity of a machine may be 180 hours per month. If it is 
found that, in order to process the goods appearing in the sales 
budget, the machine will have to work 240 hours, then obviously 
portion of the work will have to be performed by another ma- 
chine, an extra shift will have to be put on, the sales estimates 
will have to be amended, or another machine will have to be 
purchased, either in support of or to replace the present equip- 
ment. The analysis of all processes will soon determine what 
additional machinery is likely to be required during the bud- 
getary period, and when these machines must be ready for 
operation. This information is moulded into the Plant and 
Equipment Budget, which sets forth the programme to be 
followed. 

An allied problem to the plant and equipment question is 
that of space, the two generally being considered together. The 
installation of new machines may reveal difficulties in relation 
to space. Machines should not be placed wherever they can be 
accommodated, installation being made as far as is practicable 
in the precise spot which is best fitted, or most nearly so, to 
facilitate the efficient flow of work. 

In addition to other factors, the maintenance of machines, 
which in certain plants is a large item, requires attention. This 
is covered by the Repairs and Maintenance Budget, which re- 
sults from a recording of the estimated costs to keep the ma- 
chines in efficient working order over the budgetary period. 

Fluctuations in employment are much more common and ♦ 
much more serious in some plants than others, and the neces- 
sity for a Labour Budget is therefore much greater in certain 
cases. Usually this budget confines itself to the planning of 
the workmen necessary for carrying out production plans. In 
such a case both direct and indirect charges are planned in terms 
of money as well as numbers and sometimes in conjunction with 
a Labohr Budget a Payroll Budget is prepared, specifying the 
amount of wages which will have to be paid throughout the 
various periods. Sometimes the total wages expended are cal- 
culated through costs of processes in the factory. For example, 
in the case of standard costs, the costing of operations would 
include labour charges, and it would therefore not be necessary 
to take into account the amount of total factory wages, except 
for inclusion in the Financial Budget. 
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4 . Analysing and Costing Productive Processes. 

Where no costing results have been obtained in the past. 
It is necessary, having broken down the products into materials 
and operations, to estimate the cost of the raw materials neces- 
sary to manufacture the products, then to arrive at the total 
amount of factory costs, botli direct and indirect, likely to be 
incurred. For example, it may be found that in order to pro- 
cess 1000 units during one month, raw material costing £500 
would have to be purchased. The total amount of labour, both 
direct and indirect, which would be involved may be estimated 
at £350. The other expenses, such as depreciation, rent, light- 
ing. heating, etc., would be taken singly and the amount of 
(^xpense in each ease judged as closely as possible. When all 
factory expenses are covered in this manner, the addition of all 
totals would give the complete factory cost. This figure would 
then be the starting point in arriving at subsequent costs, such 
as the cost to make and sell, total costs, etc. 

Where a costing system (other than standard costs) is in 
operation, the amount of materials involved would be obtained 
in the same ■way as previous costs have been calculated. Pac- 
lory costs, however, may be obtained either thi'ough total de- 
partmental costs, calculated according to complete departmental 
processes and including direct labour costs, or the totals of all 
operating costs, calculated through machine rates, arrived at by 
any of the usual methods. Indirect factory expenses would 
then be estimated through an examination of the incidence of 
such costs or the allowance, based on past records, of a per- 
centage on such a factor as direct labour houns or direct labour 
cost. 

In the case of standard costing systems, the total costs of 
factory operations necessary to process the total products would 
be gauged by an analysis of past results, altered where neces- 
sary to take into account the different conditions likely to be 
experienced over the budgetary period. Accurate results can 
be obtained in such eases for standard costs are a great aid in 
budgeting. 

The foregoing is designed to show the methods to he 
adopted in arriving at the figure which will represent the fac- 
tory cost of commodities processed. In most cases a single pro- 
duct has been used, and it is assumed that this is manufac- 
tured for stock. It has already been mentioned that businesses are 
distinguished according to volume, complexity and special con- 
ditions operating therein. Where a number of products are 
manufactured, the procedure outlined is complicated only to 
the extent of increasing the work to be clone. It would be neces- 
sary to take each product, or group of products, and examine 
it or them in the manner already described. The routing of 
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work would be somewhat more difficult, and closer attention 
would be necessary to the times machines would be operating, 
but the procedure in general would be the same. 

5o Increasing Efficiency. 

Throughout the various analyses and investigations, every 
possible efficiency should be aimed at. Opportunities for making 
savings are much more apparent in planning budgetary figures 
than while operations are in process. It is always much easier 
to accept inefficiency after it has shomi itself than to authorise 
inefficiency for the future. Care and attention at the outset 
seldom fail to show savings and this is one of the major ad- 
fantages of budgetary preparation. 

6. Control. 

Results obtained from the foregoing procedures are re- 
corded through the various budgetary estimates and these to- 
gether form a plan of factory organisation and production 
which acts as a guide or chart for the period covered. It is 
true that the estimated figures are almost certain to differ from 
actual results, but the presence of budgetary statements cover- 
ing* factory operations makes the alterations necessary possible 
in a logical and business-like manner. The factory or produc- 
tion budget is the first step in budgetary control in the factory. 

THE PRODUCTION BUDGET 
Methods of Planning, 

There are four main essentials to be covered in production 
planning — 

1. What work shall be done. 

2. How the work shall be done. 

3 . Where the work shall be done. 

4. When the work shall be done. 

The planning may be done in one of two ways — 

1. Eminrically. 

A highly experienced man will be able to plan a desirable 
operation schedule because of his knowledge of general produc- 
tive processes, but he cannot proceed further than that know- 
ledge will take him. He would largely work independently 
of data, and therefore his conclusions must, of necessity, be 
approximate, even though a large degree of accuracy may at 
times be obtained because of his experience. 

2 SiatisfiaiUjf. 

■Where planning is ('arricnl out by means of a thorough ex- 
amination and analysis of data, a much greater degree of accur- 
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acy is likely. The engineering and drafting departments are 
excellent examples. A certain portion of the planning work 
will probably always be empirical, but it is suggested that a 
scientific approach to the production problems will necessitate 
a full study of statistical data available. 

Essential Knowledge. 

In order to complete the estimates for the production bud- 
get, the following information should be obtained — 

1. The type of industry and its productive aims. 

Obviously no planning of productive processes could be 

carried out without this knowledge. Different industries carry 
out the manufacturing or productive operations in different 
ways. The output of raw material in the case of the extractive 
industries would be quite different from the processes of the 
manufacturing organisations. Similarly, there would be many 
differences between industries and to a lesser degree variations 
in the same industry. 

2. The le7igth of time required to make the various products. 

This factor often determines the length of the production 

budgetary period. Whilst it is always desirable that all the 
manufacturing budgets should cover the same period, it is found 
also that short-term budgets are often also prepared to cover 
production. Thus a six months^ production budget may be 
supplemented by the preparation of six one-monthly estimates. 

S. The present posit io7i of and the proposals in relation to 
inventones. 

The state of inventories must guide productive operations. 
Where it is desired to increase manufactured stocks, the pro- 
duction programme must cater for this increase as well as for 
expected sales. Similarly, in the case of heavy stocks of manu- 
factured products, the programme must be eased to reduce in- 
ventories. 

4. The necessity or desirability of levelling production. 

This is generally done through the manufacture of extra 
stock during dull periods or by maintaining a balanced pro- 
gramme. The advantages of continuous employment of work- 
men are well known, and frequently it is desirable to spread 
production evenly over a period rather than allow seasonal 
influences to play too large a part. 

•5. The alteration or combination of processes. 

This is sometimes desirable to facilitate the flow of work or 
to promote extra efficiency or greater economy. It is a matter 
largely for the works manager or engineer, though the various 
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foremen can sometimes be of great help in such matters. Pull 
information regarding proposed alterations is always necessary 
for budget preparation, so that productive planning can cater 
for such. 

6. The econormcal lot processes. 

On the grounds of greater economy, and very often from 
the standpoint of expediency, it is essential that some knowledge 
of the most economical lots to process should be obtained. This 
matter has frequently to be considered in conjunction with the 
materials budget preparation. 

7. The availability and adequacy of production facilities. 

This would not only include usual plant and equipment, 

but also the necessary conveying and transportation facilities. 
No systematic planning could be completed without taking such 
factors into account. It would be foolish to plan a programme 
which too greatly over-taxes the necessary plant. Similarly, 
where the capacity of one machine is so over-loaded as to sug- 
gest that there will be a breakdown and delays, there may be 
every possibility of serious falling down in the entire manufac- 
turing operations. In addition, the degree of standardisation 
in equipment operations and products will also seriously affect 
the production plan, and must therefore be taken into account 
in preparing a production budget. 

Variations in Production Planning. 

The amount of detail which is included in a production 
budget varies considerably. In some cases there is merely an 
attempt to arrive at quantities to be produced, e.g. a production 
programme of 25,000 tyres may be desired. This would repre- 
sent the planning of what work was to be carried out. Further 
consideration of such matters as routing of work, scheduling, 
inspecting and despatching may be left until the issue of neces- 
sary production orders. It is, however, generally desirable that 
these other factors shall also be planned Avhen the budget is 
being prepared — how the work is to be done, and when and 
where. Some organisations examine the various matters in the 
greatest detail. For example, it has been suggested that the 
technique of planning should cover — 

1. Parts of Material. 

Kind, quantity, quality and availability. To obtain this 
information it would be necessary to analyse the product into 
components and units, to investigate stock balances and time 
necessary for delivery. 

2. Methods of Operation. 

Economical and efficient sequences of operations for each 
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unit of product, maciiiiie^^ required, time allowances for each 
operation, listing of auxiliary equipment, tools, jigs and fix- 
tures. 

8. Machine and Labour Requirements. 

Hourly work units of each machine for each process and 
labour requirements for each department or process. Informa- 
tion would be obtained from past technical experience supple- 
mented where necessary by time studies. 

4. Formulation of Programme. 

Full sequence of operations set down with dates and times 
against each process. 

Much will depend upon the type of production of the par- 
ticular enterprise- Thus, in a continuous process industry, the 
raw material often enters the factory at one end and flows 
through it emerging at the other. Here production control is 
made relatively simple, because the material follows a natural 
sequence of processes and times are largely controlled by the 
capacities of the machines. In the case of special order indus- 
tries, where products are made only upon customers’ specifica- 
tions, there is generally restricted automatic movement, and the 
closest attention to and supervision of processes is required. 
AVhere production takes the form of manufacturing in batches, 
the exact methods of routing 'would probably depend upon whe- 
ther batches are few in number and often repeated, or whetluu' 
they conform to the special order tyj)e by being s(‘]d()m repeated. 
The production budget must, of coui’se, take into account pro- 
ductive processes most suitable to the particular type of m- 
dustry. Other factors which operate to make the planning func- 
tions simple or complex wouhl bo — 

] . The amount of repetition work 

2. The number of processes and operations in each 

part and parts in each product. 

3. Fixed or variable capacities of ma(diine.s. 

4. The number of sub-assembli(‘s. 

The Aims of the Production Budget. 

These can be set dowm as under — 

1. To bring to a common focus all the factors neces- 
sary to establish policies and to determine oper- 
ations. 

2. To project these established policies into the futun^ 
by an analysis of past performances. 

3. To plan and to control the operations resulting 
from carrying out the policies decided upon. 

4. To make pi-ovision for materials to be on liand 
when and wliere needed. 
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5. To plan the sequence of operations necessary for 
economical production. 

6. To co-ordinate the single efforts of the factory so 
that each represents a step in a completely profit- 
able programme. 

Steps in the Preparation of the Production Budget. 

The steps in the preparation of the budget are — 

1. Production Analysis. 

This consists of breaking down the production into its 
ultimate parts or components, and gives the following informa- 
tion — 

(a) What parts must be produced, and how many go 
to each finished product. 

(b) How many parts are combined in sub-assemblies. 

(c) Pull details of raw materials included in each 
part and also in turning the sub-assemblies into 
the final assembly. 

The materials necessary for processing are listed, and are later 
used in connection with the materials and purchases budgets. 

The following decisions should already have been made — 

1. The best method of making each part. 

2. The best methods of processing the parts. 

3. The question of the necessity for definite sequence 
of operations. 

4. A statement of jigs, fixtures and tools which will 
be necessary 

5 . The routing of w^ork from the first to the last oper- 
ation. 

6. The most economical lot programme. 

7. The suificiency of existing plant. 

2. Scheduling. 

This consists of fitting the various processes into a general 
timetable, to permit orders to be manufactured according to 
requirements based upon the selling estimates. It is most im- 
portant that the utmost care be given to this matter, as delays 
in deliveries can be serious, especially where there are contrac- 
tual liabilities. It is usual, therefore, to employ operation 
control charts, the most common one being the Gantt Progress 
Chart, which show’s the desired operation results and enables 
the actual to be checked immediately against the budgeted. 

3- Despatching. 

This covers the movement of the material and stores from 
their first depository to their first process and thereafter from 
one process to another. Included also is the issuing of tools 
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through Tool Orders, so that all such aids to production are 
available before they are actually required- It would also cover 
the procedure necessary for the issuing of Job Orders, which 
authorise operations in the manner and according to the time 
previously planned, and also the issuing of all work orders, 
instructions and drawings. The beginning and completion of 
jobs and such matters as Idle Time are also covered. 

4. Inspection. 

This is designed to exercise control over the quality of the 
product, to prevent further work on spoiled parts,* to see that 
payment is made only for satisfactory work; to find and locate 
faults in machines; and to maintain a satisfactory standard of 
accuracy. 

An excellent method of arriving at production budget 
figures is to be found in Figure No. 21, which covers the pro- 
duction of tobacco. Other forms are shown in Figures 
22 and 23 

The method of production budgeting carried out in the 
Dunlop Rubber Co. Ltd of Great Britain is given in the follow- 
ing quotation from an address by A. Healy (Works Director) 
as reported in the proceedings of the Sixth International Con- 
ference for Scientific Management (1935) — 

Planning is done in a central department for the whole 
groups of the producing departments. The chief planner re- 
ports to the production superintendent direct, but he forms the 
link between the production departments and the sales depart- 
ments, between the production departments and the purchasing 
department and the technical departments on all matters aifect- 
ing planning. 

The chief planner has an assistant in each unit of the fac- 
tory, who plans the work in that particular unit in co-operation 
with its manager. Active and friendly co-operation is essential 
for the success of the system. The foremen in the pro.duetion 
units are therefore instructed as to what work they must pro- 
duce, and they confine their attention to producing it. Without 
a central planning organisation, it is found that a foreman 
may spend as much as 75 per cent of his time arranging his 
work, and providing for the necessary supplies of materials that 
he requires. Under the central planning system, it is quite true 
that he may have to spend a little time in co-operation with the 
planning department representative, bnt he certainly has at least 
90 per cent of his time for training of labour, supervisions, in- 
spection of product. 

The planning methods used when manufacturing for stock 
from which orders are met are different from job order produc- 
tion systems, and some of the working details of the actual 
planning procedure in use may be of general interest — 
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(a) Mmufacturing for stock — Production Control, 

A yearly forecast or b,udget is prepared for twelve months 
ahead. In this budget the home and export sales estimated are 
combined into one load on the factory. Separate considerations 
are given to tyres for original equipment on motor ears, re- 
placement sales estimates, seasonal variations and stock data 
for individual sizes. The budget is next split into four quarterly 
estimates, and then further broken down to monthly and weekly 
figures. Care is taken to avoid large-scale variations in demand 
on the factory and at the same time to regulate stocks as re- 
quired for sales made. 

This budget is then analysed in various ways so as to secure 
prevision on the following problems — 

Major Plant or Fixed Equipment — ^Mills, Calenders, 
Extruders, Tyre-building Machines; Vulcanising 
Plant. 

Minor Plant or Mobile Equipment — ^Moulds ; Formers, 
Curing Bag Plant, Bead-setting Eings; Tables; 
Backs. 

Working Conditions — Hours of work; method of ar- 
ranging shifts; use of existing plant to most eco- 
nomical advantage; labour required, 

Eaw Material Estimates — Eubber Tyre fabric ; various 
ingredients, viz. carbon black. 

Time is thus given to ascertain if the programme can be 
accomplished with existing facilities, and, if not, what action is 
to be taken, and also time to develop material estimates for 
forward purchasing of bulk raw materials and purchasable com- 
ponents. 

The yearly forecast is revised every three months, based on 
most recent information on hand concerning sales. Prom the 
totals set out in the budget, together with a review of the recent 
sales situation, a monthly schedule embodying details of sizes 
and types is prepared two weeks ahead of date of commence- 
ment. Detailed material requisitioning is controlled by this 
monthly schedule; for most items three to four weeks cover 
only is allowed, to ensure rapid material turnover. 

The next step is the weekly programme. On Wednesday 
the details are decided for the forthcoming week, during a 
planning meeting, at which are present representatives from the 
sales, engineering, technical departments. Problems relating to 
plant available, working hours and conditions are settled so 
that the final weekly programme schedules only what it is pos- 
sible to produce. New products or design modifications are 
normally included in the weekly programme as and when plant 
and materials are available. 
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PlGDRE No. 21. 

PEODUCTION EBQUIBEMENT8 SCHEDULE (IN PRODUCTS). 


Product 

July 

July 

July 

August 

August 

Budget 

Actual 

Difterence 

Budget 

Actual 

Guinea^* 






Expected Sales . 
Stock on Hand at 

6900 lbs. 

7269 lbs. 

369 

7700 lbs. 

7700 lbs. 

1st , . 

Change in Stock 

10,350 

10,3.50 


11,550 

11,541 

Eequired . 

1200 



1200 

1200 

Production Reqd. 
Max. Normal Pro- 

8100 

8460 

360 

8900 

8900 

duction (475 

lbs. per da}") . . 

9975 



10,925 


Percentage-- Prod. 





Req. to Normal 
Adjusted Prod. 

81%. 



811% 


Quota 

Percentage to 

8100 



8900 

8900 

Normal . . 

81% 



811% 

814% 

^‘LoyoiJty’^ 






Expected Sales . 
Stock on Hand at 

.5100 

5168 

68 

5300 

5300 

1st 

Change in Stock 

7(500 

7600 


7900 

8132 

Required . 

300 

300 


100 


Production Reqd. 
Max. Normal Pro- 

5400 

5700 

300 

5400 

5300 

duction (350 lbs. 
per day) . . , 

Percentage— Prod. 

7350 



8050 

i 

Req. to Normal 
Adjusted Prod, 

: 73j% 



67% 


Quota 

Percentage to 

5400 



5400 

5300 

Normal . , 

73^% 



67% 

66% 

^ * Crown ' ^ 






Expected Sales . 
Stock on Hand at 

10,000 

10,905 

905 

10,200 

10,200 

1st 

Change in Stock 

15,000 

1.5,000 


15,300 

14,600 

1000 

Required . . . 

300 



450 

Production Reqd. 
Max. Normal Pro- 

10,300 

10,50.5 

205 

10,650 

11,200 

duction (560 lbs. 






per day) 
Percentage— Prod. 

11,700 



o 

CO 

00^ 

cf 

T— 

12,880 

Req. to Normal 
Adjusted Prod. 

87 \% 



82J% 

87% 

Quota 

Percentage to 

10,300 



10,650 

11,200 

Normal . . 

874% 



82J% 

87% 







Expected Sales 
Stock on Hand at 

48,000 

45,092 

2000 

51,600 

51,600 

Ist 

60,000 

60,000 


64,500 

65,520 
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Product 

July 

July 

July 

August 

August 

Budget- 

Actual 

Difference 

Budget 

Actual 

^^NationorV^ — contd. 
Change in Stock 






Required . 

4500 



250 

1000 

Production Eeqd. 
Max. Normal Pro- 

52,500 

50,612 

tsss 

51,850 

50,600 

duetion (2500 
lbs. per day) . . 

52,500 



57,500 

57,500 

Percentage— Prod. 



Req. to Normal 

100% 



B0% 

88% 

Adjusted Prod. 
Quota 

Percentage to 

52,500 



51,850 

50,600 

Normal . . 

100% 



90% 

88% 

Summary 






Expected Sales . 
Stock on Hand at 

70,000 

68,434 

1566 

74,800 

74,800 

1st 

Change in Stock 

92,950 

1 

92,950 


99,250 

99,793 

Required . . . 

6300 



2000 

1200 

Production Reqd. 
Max. Normal Pro- 

76,300 

75,277 

1023 

76,800 

76,000 

duction . . 
Pereentagt*-- Prod. 

81,585 



89,355 

89,355 

Req. to Normal 




86% 

85% 

Adjusted Prod. 
Quota 

Percentage to 

76,300 

75,277 


76,800 

76,000 

Normal .. 

93i% 

92% 


86% 

85% 


Figures in heavy black type indicate budget greater than actual. 


From the weekly programme the section planning men, 
who work in the shops, prepare daily schedules for the produc- 
tion of necessary materials and components. In tyre manu- 
facture daily schedules are needed to control supplies of rubbered 
fabric, compounded rubber, treads, cut plies, assembled chafers, 
breakers, curing bag's, so that tyre building and curing operations 
can proceed as programmed. In these day or shift programmes^ 
consideration is given to piece-work rate conditions, as to lots or 
runs, individual capacity of machines or men, most economical 
lot to process from material spoilage standpoint, and to correction 
of out of balance of partly processed materials or components. 
The section planning men, being on the spot, can check progress 
and report irregulaxnties or delays at once. 

Processing changes, on which quick action is usually neces- 
sary, are taken care of in the daily programme of work to be 
done.’’ 
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Responsibility for Produetion Budget* 

Depending upon each particular organisation, the produc- 
tion budget may be prepared by — 

(a) The Works Manager. 

(b) The Works Engineer. 

(c) The Production Manager. 

(d) The Planning Department. 

When it is completed, the budget would be submitted to 
the executive in charge of factory operations for approval, 
where he himself has not prepared it. It would then in due 
course be submitted to the Budget Committee. 

Mention has already been made of the necessity for the 
closest co-operation with and co-ordination between those con- 
trolling production, materials and purchasing. 

THE MATERIALS BUDGET 

An analysis of productive operations will not only yield in- 
formation concerning the various operating sequences, but also 
of the materials which are treated in the course of manufacture. 
It is possible, therefore, through a study of the whole of the 
products included in the production budget, to arrive at the 
totals of all raw materials which will be required to complete 
the manufacturing programme. These include the direct 
materials forming the completed product and also indirect 
materials required for such purposes as cleaning, repairing, 
recording, etc. Sometimes separate budgets are made for direct 
and indirect materials, the latter being calculated as expenses 
and finding their way into one of the expense budgets. 

Factors in Materials Control. 

The following factors must be taken into account before 
proceeding with materials control — 

1. The methods for determining what material will 
be wanted. 

2. The determination of what quantities will be re- 
quired. 

3 . The time when such materials will be necessary. 

4. The decision whether the materials will be pur- 
chased or manufactured. 

5 . The methods for receiving, storing and issuing the 
materials 

It is the function of the budget to promote the eflScient 
accomplishment of these factors. 
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Objects of Materials Budget. 

The objects of a materials budget can therefore be said 
to be — 

1. To give information regarding the stock position 
and to allow purchasing to be carried out in such 
a manner as wull serve the best interests of the 
business. 

2. To permit of estimates of the total value of all 
materials and the disbursements which will have to 
be catered for, including the time when such dis- 
bursements must be made. 

3. To arrive at the costs of the various raw materials 
included in manufacturing so as to facilitate the 
preparation of the cost and financial statements. 

4. To control inventories and keep stocks at minimum 
safe figures. 

5. To provide the purchasing department with data 
which will be of value in preparing the purchasing 
programme. 

Value of Costing Systems. 

Where adequate records of past transactions are available, 
little difficulty, though possibly much work, will be encountered 
in arriving at the various totals of raw materials required. A 
standard cost system will mean that adequate information is 
already available, and the desired totals can be estimated by 
taking the quantities of products and allowing the standard 
materials volumes and costs in relation to each. It will then 
only be necessary to devote further attention to any raw 
materials required for new products, and these could be ana- 
lysed and standard costs prepared in relation to them. 

Where job costs have been in use the budgetary information 
can again be obtained with only little more difficulty than in 
the case of standard cost systems. Previous cost sheets would 
show the quantities of raw materials and their values and the 
subsequent procedure would be similar to that where standard 
costs are in operation. 

Where no previous costing system has been in operation, 
the position is more difficult, especially where there are large 
quantities of products to be manufactured. In such eases, it 
may be found impossible to go through item by item to arrive 
at totals of the various materials. It is wise, however, to be 
wary of discarding the detailed method except where it is likely^ 
to prove so very difficult or costly as almost to nullify any 
chance of success. Where few products are manufactured, it 
would still be advisable to make every effort to ascertain the 
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quantities of materials (even though pajst records are not very 
satisfactory) so that a complete budget can be prepared and 
subsequent control exercised in full. It has already been pointed 
out that the value of the various budgets is in direct proportion 
to their accuracy, and as a last resort only, therefore, should 
less satisfactory methods of arriving at materials control be 
pursued. 

The Use of Group Ratios. 

Occasionally it is possible to estimate very closely the ma- 
terials likely to be required by the application of a ratio to 
production. For example, it may be found that past figures 
have shown very definitely that the value of raw materials in 
the finished product works out at one half of the labour value 
content. From this it may be deduced that the figures for the 
coming year will bear the same proportion, and a commence- 
ment towards the preparation of a materials budget may be 
inaugurated in this way. From the total figure, volumes of 
various classes of materials may be obtained, also by ratios. 

Where it is obviously impossible to estimate all materials 
so that full control can be exercised, recourse may have to be 
made to the adoption of a method whereby all the major pro- 
ducts, or key-products as they are sometimes called, are esti- 
mated individually, and full control exercised over them. The 
lesser products would then be grouped in some suitable manner 
with the idea of ultimately exercising control over groups in- 
stead of over single products. 

It must be recognised that any departure from the usual 
})rocedure weakens control and lessens the value of the materials 
budget. An analj^sis of raw materials in relation to stocks on 
hand and manufacturing processes will show materials to be 
purchased and when the supplies will be needed. The function 
of the purchasing department is then to procure these materials 
at the best price, in the best manner, from the best people, with 
delivery at the best time. 

Materials to be Budgeted. 

The Materials Budget can be used to cover the following 
three classes of materials, though generally control is attempted 
only over the first two — 

1 . Materials used in and forming part of the finished 
product. 

2. Materials incidental to production. 

3. Supplies, such as stationery, etc., for the adminis- 
trative sections. 
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Sometimes tlie first two classes are catered for in one bud- 
get and this is sometimes termed the Stores Budget, which is 
therefore an alternative form of Materials Budget. 

Budget Preparation. 

Generally the budget is prepared before the beginning of 
the actual budget period, and this necessitates estimates being 
made of the opening inventories. As the subsequent operations 
adopt such estimates as commencing factors, care must be taken 
in their preparation. The opening figures are usually obtained 
either from the closing figure of the previous budget, or such 
figure modified, where necessary, because of current results to 
date. 

Once the detailed information of production requirements 
is available, the procedure to set up the materials budget is not 
difficult. The estimated stock on hand of each class of raw 
materials at the beginning of the budgetary period should be 
ascertained. An attempt should then be made to evaluate the 
amount of the commodity desired on hand at the end of the 
budgetary period, or, preferably, month by month. Obviously 
the inventory figure at the end of one month will be the com- 
mencing figure for the next. The amount required for produc- 
tion can be obtained by an analysis of the various bills of 
material prepared by the production department. Having the 
opening stock, the amount required for production, and the 
amount desired as stock at the end of the month, it is a simple 
matter to calculate the total purchases for that month. Thus, 
if on January 1st a business has on hand, or expects to have 
on hand, 800 tons of pig iron, the closing stock at January 31st 
is to be no less than 1000 tons, whilst during the month 1400 
tons will be required, it is obvious that 1600 tons of pig iron 
must be delivered during the month. These figures are prepared 
in relation to each class of raw material, and every effort should 
be made to keep stocks as low as possible. The degree of suc- 
cess obtainable in such cases depends upon the difficulty or 
otherwise of obtaining supplies, together with the internal or- 
ganisation of the business. It must be added, however, that in 
order to control inventories and to help the purchasing depart- 
ment, maximum and minimum limits should be fixed for at 
least all the main products and raw materials. The Materials 
and Purchases Budgets are, of course, closely related, and con- 
sideration of one almost always involves consideration of the 
other. 
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Classes of Materials. 

In order to facilitate the preparation of the budget the 
materials required are sometimes divided into — 

1. Basie raw materials. 

2. Other materials used in production. 

3. Supplies, auxiliary to production. 

Practically every manufacturing business has some raw materials 
which are of the greatest importance because they comprise 
what are actually the principal elements in manufacturing the 
product. The wheat used by the flour miller, iron used by foun- 
dries, leather used by boot and shoe manufacturers are all ex- 
amples of basic raw materials. Generally these are of sufficient 
importance to warrant executive attention not only to their 
purchase but to the question of delivery dates. In addition to 
the foregoing there are also other materials used in manufae- 
tuiung, such as bags and containers used by the flour miller, 
other metals by foundries, nails, buttons and clasps by the boot 
and shoe factory. Quantities of these materials desired also 
have to be catered for and these are in turn different from 
auxiliary supplies such as oils, greases, etc. 

In some cases each and every individual line of material 
would be estimated and included in the purchase budget. In 
other cases all materials would be covered in detail except those 
relating to auxiliary services, these latter being estimated in 
total quantities only. In certain cases the third alternatisre, that 
of estimating in detail only the basic raw materials, all others 
being budgeted in total only, would be adopted. 

Where materials are budgeted in total only, purchase re- 
quirements would be established by means of ratios. These 
would be arrived at by relating past productive programmes to 
purchases made. 

Steps in Completing Estimates. 

The steps in the preparation of this budget can therefore 
be set down as under — 

1 . An esiimaie is made of the provable requirements ditr- 
ing the budgetary period. 

This may be done in total or in detail. In the latter case 
the material constituents in each product to be manufactured 
would be listed on a bill of materials and from this, taking into 
account the quantities of products to be manufactured, the total 
materials to be used would be arrived at. 

2. The periods over which these materials would he required 
are set down. 

This information would be arrived at by an examination of 
the production programme and the total products to be manu- 
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factured. Weekly and monthly material requirements could be 
gauged in this manner. 

3. The estimates of materials can then he placed in the 
form of a budget. 

4. Certain maximum and minimum limits would he pro^ 
vided as a help for the purchasing department^ and a 
guide for subsequent control of maternal stocks. 

Responsibility for Materials Budget. 

The Materials Budget is frequently prepared by the works 
superintendent or the factory manager, but sometimes it is 
entrusted to the stores supervisor. There seems to be a desire 
of late, however, to vest this responsibility in a different officer 
— ^the purchasing manager or agent. This is a logical step, and 
control over both materials and purchasing should facilitate 
improvements in both spheres. 

Specimen materials budgets are shown in Figures 24 and 25. 

Stores and Materials Expense Budget. 

The costs of handling stores and keeping records are some- 
times included in a special estimate completed by the stores 
supervisor. This is an alternative to treating them as part of 
Manufacturing Expense. A typical form to cover these estimated 
expenses is shown in Figure No. 26. The estimates can gener- 
ally be prepared by reference to previous periods. At times 
a ratio between stores handled and stores expense is drawn and 
these figures become useful in preparing future budgets. 

THE PURCHASE BUDGET 

The Purchase Budget arises out of the Materials Budget. 
The ascertainment of the totals of commodities necessary to 
have on hand, and stipulations as to when materials are to be 
received are only portion of the problem, the other part being 
setting in motion the necessary machinery to ensure that those 
desired actually materialise. It is one of the most important 
duties of the purchasing agent to procure the various supplies 
so that production can be continuously maintained. If the 
whole of the duties of the purchasing agent could be covered in 
this way, the matter would be simple, but there are a number 
of conditions to be taken into account when the purchasing rou- 
tine is set in operation. Inventories should be kept as low as 
possible. Keeping stocks is an expensive process and real 
economies can be obtained through cutting down any excesses. 
It is essential, however, not to overdo this factor to such an 
extent as to endanger production. It is desirable that raw 
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materials arrive at a factory just when they are about to be 
used, and though thk is an ideal, it has been more or less 
achieved in certain cases. For example, it is stated that one 
of the plants of the Chrysler Motor Company in U.SA. has 
planned its activities in such a w^ay that parts are moved 
directly from the unloading platform to the assembly line, 
without being placed in stock at all. 

Desirable Material Deliveries. 

In ‘‘The New Way to Net Profits,’’ P. W. Shibley gives 
two instances. A manufacturer of automobile frames has so 
balanced the receiving of supplies wdth requirements that sheet 
steel, from which frames are made, is conveyed direct from the 
rail truck, through the inspection department, to the hydraulic 
presses and other machinery in a constant flow% till it emerges 
a frame, painted and ready for shipment, at the loading station, 
all within a few hours. The second example is that of a manu- 
facturer of medicated cotton gauze. Several spinning and weav- 
ing mills are situated in the south of U.S.A., and a bleaching and 
finishing plant in New England. The production schedule is 
planned so accurately that shipments of woven fabric arrive at 
the finishing mill on the day on which they are required. Small 
minimum inventories of the fabric are always maintained at 
the latter mill, but this is only sufficient in amount to provide 
for accidents and unforeseen delays. 

Limiting Factors. 

While this is a desirable condition of affairs, there are 
many matters which generally complicate the procedure — 

1 . It is possible that the cost of carrying goods in stock 
may be outweighed by price advantages to be 
gained by the purchase of larger quantities. In 
other w^ords, those quantities which would be best 
suited to the idea of minimum stocks are not 
economically sized buying lots. 

2. Favourable prices may be realised through long- 
term contracts which may involve special delivery 
problems. 

3. Certain materials may only be available at certain 
times and, because of, say, weather conditions, it 
may be necessary to buy a year’s raw materials 
during a period of three or fo\ir months each year. 
The purchase of wool is an example. Here the 
total yearly requirements are generally purchased 
over the comparatively short period covered by the 
wool sales. 
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4. The productive process involved in the manufac- 
ture of the raw materials required may cover 
an extremely long period, and what is more, may 
be carried out only at irregular intervals, thus 
necessitating purchases as the stocks become avail- 
able. 

5. Where the materials have to be imported, a con- 
siderable time may elapse from the date of order- 
ing until the goods are actually on hand, and con- 
ditions such as these may make it imperative that 
larger stocks be kept on hand as a precautionary 
measure. 

It is the duty of the purchasing agent to take the whole 
of these matters into consideration in an endeavour to keep 
stocks at the lowest possible figure consistent with efficiency, 
but, above all, remembering that the most essential factor is to 
keep the manufacturing activities running smoothly. 

Requisite Information. 

The task of the purchasing department is, therefore, to 
have on hand the required goods necessary to ensure uninter- 
rupted production of a satisfactory product at the lowest pos- 
sible expense. In order to carry out this objective the following 
information should be available — 

1. The quantities on hand, those required for manu- 
facturing the products, and the desired amount of 
closing stocks. These figures are obtained from the 
materials budget. 

2 . The uses for which the products are required. This 
information is supplied by the production depart- 
ment and is essential so that the best materials for 
the particular work can be chosen. 

3. The time required from the date of order till the 
date of delivery. This information will be available 
from the files of the purchasing department, and, 
obviously, is the main factor in deciding when or- 
ders are to be placed. 

4. Pull information regarding prices, possible or 
probable trends, variations, etc. This should also 
come from the records of the purchasing depart- 
ment. 

Prom this information it is possible to prepare a purchas- 
ing programme which will facilitate operations throughout the 
period, and act as a guide to the purchasing agent. 

H 
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Aims ©f the Purchase Budget. 

These can be set down as follows — 

1 . To provide a plan whereby purchasing of materials 
may be carried out in a systematic and methodical 
manner, 

2. To eliminate costly emergency orders, and to allow 
full advantage to be taken of price movements. 

3. To enable thought to be given to the purchase of 
commodities in most economical quarters. 

4. To ensure the necessary materials being on hand 
to facilitate uninterrupted production. 

5. To assist in the reduction of material stocks, or 
the keeping of such stocks at safe minimums. 

6 . To secure the greatest return of capital invested in 
materials. 

7. To promote economies through intelligent prior ar- 
rangement of the purchasing programme. 

The Budget and Purchasing Procedure. 

Sometimes it is asserted that because of the necessity of 
taking advantage of favourable market quotations, it is im- 
possible, if not to prepare a helpful purchasing budget, at least 
to carry it through. 

It should be remembered, however, that it is rarely the func- 
tion of the purchasing department to indulge in speculation 
upon market fluctuations and tendencies. Some organisations 
undoubtedly do allow such a procedure, and during periods of 
rising prices materials largely in excess of production require- 
ments are ordered. It is contended that large savings may be 
made in this way and delivery problems are minimised. The 
policy can, however, well be dangerous unless careful control 
is, at all times, exercised. Without such control the purchasing 
department is likely to continue buying as long as prices are 
rising for it is frequently impossible to tell just when the turn 
in prices will come. This would mean that the organisation 
may find itself burdened with stocks far in excess of its needs 
and with forward deliveries purchased at what subsequently 
turn out to be high prices. Thus gains which can undoubtedly 
be made at times are frequently turned into losses and some- 
times financial embarrassment results. When prices are falling 
the opposite effect might be felt. Hand to mouth buying may 
result in shortages of stock and consequent interruption of pro- 
duction, together with materials purchased at higher prices con- 
sequent upon small orders. There is therefore much to be said 
for a policy which insists upon the purchasing department 
keeping fairly rigidly to a budget programme. It will be re- 
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alised that savings resulting from fortunate speculation are 
thereby not available but losses consequent upon failure to 
forecast marketing tendencies are avoided. There are few pur- 
chasing departments able to speculate profitably and it is rarely 
their function to do so. In any case the purchase budget should 
set forth what materials should be purchased in order to cater 
correctly for the production programme, having in mind times 
required for delivery. If it is the policy of the organisation to 
disregard this programme in order to indulge in some form 
of speculation it is at perfect liberty to do so though the se- 
quence of events will seldom show the wisdom of such a policy. 

Preparation of the Purchase Budget. 

Once the quantities required are obtained from the 
materials budget, the purchase budget would then be prepared 
either item by item or in groups of items, having in mind the 
following factors — 

1, Buying Qumiiitks. 

There are two factors to be decided upon in this eon- 
iiection — 

(a) The minimum ordering quantity. 

(b) The economical ordering quantity. 

(The methods of arriving at these quantities can be ascertained 
from any book on Scientific Purchasing.) 

2. Methodn of Purchasing. 

The following methods of purciiasing can be adopted^ — 

(a) Strictly according to requirements, possibly based 
on maximum and minimum stocks, 

(h) In accordance with a programme suggested by the 
materials budget. 

(c) For fixed future periods. 

(d) On a fixed date each month fe.g. 1st) to cover 
materials consumed during tlie previous month. 

(e) Upon favourable market opportunities. 

(f) Speculative purchasing. 

(g) On contracts. 

It can readily be understood tliat some of these methods 
would not lend themselves to any synUun id budgetijig (viz. 
(e) and (f) ), whilst the particular method actually being 
adopted will have a considerable effect on the preparation of 
the budget. 

Tha Budget Period. 

The purchase budget usually covers the same term m that 
fixed for the other budgets, but it is frequently found advisable 
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to prepare a number of shorter period purchase budgets as 
well. Thus, if the general budgetary period was six months, 
often six one-monthly purchase budgets would also be prepared, 
as more detailed control would be possible in this way. Factors 
which sometimes affect these intermediate term budgets are — 

1. The production department ’.s programme. 

2. The availability of markets. 

3. The length of time between ordering and receiving 
supplies. 

Sometimes a moveable period budget, similar to Figure No. 4, 
can be used to advantage. 

Kesponsibility for the Purchase Budget. 

The purchase budget h geneimlly prepared by the pur- 
chasing agent, except in a small business, where it may be the 
task of the factory manager. Close.st co-ordination must at all 
times exist between the production, stores and purchasing de- 
partments. (See Pigurt' No. 27.) 

Purchase Expense Budget. 

Generally, having completed the purchase budget, the pur- 
chasing agent prepares a pureha.se expense budget. This con- 
tains particulars of all expense.s which can be chargeable against 
the purchasing department. Frequently ratios are introduced 
to act as a cheek upon rising expen.se amounts, though the ratio 
method is often not very reliable because tins volume of pur- 
chases may not greatly affect purchase costs. Sometimes the 
cost of purchasing is added to and .spread between the various 
material costs and at others it is treated as a separate indirect 
manufacturing expense. (See Figure No. 28.) 

THE LABOUR. BUDGET 

Interpretation of the Term. 

It is essential to decide at the outset what is meant by a 
Labour Budget, as various interpretations have been given. 
These include — 

1. The treatment of the budget a.s expressing the 
amount of expense to be incurred in productive and 
service labour, together with full details to how 
many men are to be employed and for what periods. 

2. The number of employees and the times of tbeir 
employment may be planned, the actual amount of 
wages to be incurred being obtained through an 
analysis of the various functions covered. 
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3. An attempt may be made to estimate the amount 
which will have to be found for wages over the 
period or periods, without attempting to arrive at 
the number of men required and during what 
periods employment is likely co fluctuate. 

4. The number of employees that will be necessary, 
together with the times of their employment and 
the amount which it is expected will be incurred in 
productive departments only, are estimated. In 
such a case service departments such as the repairs 
and maintenance department, for example, would 
be treated quite separately, and the men employed 
in that department would not figure either in the 
labour budget or the payroll budget, the total ex- 
penses in this connection being treated as separate 
items and covered by separate budgets. 

The Purpose of the Labour Budget. 

There are two main reasons for the preparation of this 
budget — 

1. To arrive at the necessary employees for carrying 
on the operations of the organisation, and to supply 
this information in advance so that arrangements 
can be made to procure such labour. 

2. To provide estimates of the total labour cost, so 
that this information can be used by the financial 
department in the preparation of the financial 
budget, or in the compilation of costs. 

Sometimes a payroll budget is prepared to cover the necessary 
cash outlay. 

Effective Control of Labour. 

The following factors must be known in order to provide 
an effective control — 

1 . For what purposes the labour is required. 

2. The procedure to be adopted for procuring labour. 

3. The method of classification and recording of 
labour operations. 

When this information is available, it will be found pos- 
gible to proceed with the preparation of a labour programme. 

Ascertaining Labour Required. 

Obviously, it is necessary for an enterprise to know how 
many men will be required to process the goods it is proposed 
to manufacture. This is especially so where the number of 
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employees fluctuates over a period, either because of seasonal 
production, or other reasons. Where the fluctuations are violent, 
careful planning is necessary to see that production is not upset 
by any shortage of labour. Where the number of employees 
varies little throughout the year, the problem is neither as 
serious nor as difficult. Here again, however, the work neces- 
sary to analyse the essential productive operations together 
with the subsequent preparation of actual labour requirements 
will enable a thorough grasp of the whole problem to be ob- 
tained. Furthermore, economies in the total wages payable 
will be facilitated. Where standard costs are in operation, the 
data required to arrive at the total number of employees likely 
to be wanted is already available, and this would also probably 
be true in the ease of job costs. In many cases, however, it will 
be found necessary to arrive at both numbers and amounts 
through the analysis which will have already taken place in 
connection 'with the production budget. 

Methods of Estimating. 

The following methods are used for tlu* purpose of com- 
puting the amount of labour likely to be refiiiired— 

1, The operations to be performed are analysed and 
the number of labour hours required to make each 
product are estimated. The application of this data 
to the figures of the production budget would yield 
the required labour hours, wdiicdi in turn ccniid be 
converted into the number of men required. This 
iiiforraati<m may already be available from the 
production department, 

2, A study of past records is matte in order to find a 
more or less constant relationship between produc- 
tion volume and labotir hours incurred. This com- 
paris<m could be made for labour as a tvhoie, for 
each class of labour, and for each class of product. 
These ratios will be more accurate if separate ones 
are determined for the different classes of product 
manufactured. 

3, A usable value estimate is secured from a study of 
past labour cost per ton, yard, square foot, or other 
unit common to all products and this unit cost 
would be applied to the total production units 
planned for the coming period. This would be 
particularly useful under varying volume, where 
labour hours were* not of great importance as a 
forecasting factor. 
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4. The total hours of labour in each item of finished 
goods are estimated and the quantities of finished 
goods being known, the total labour hours are ar- 
rived at bv simple calculation. Where the labour 
is not of the same grade (and this would generally 
be the case) an examination of processes may be 
necessary. 

5. The ratio of labour to machine hours is used. As 
the number of machine hours estimated to complete 
the manufacturing operations would probably be 
available from the production department, an esti- 
mate would be made of the amount of labour neces- 
sary to complete the machine hours. 

6. Sometimes the labour cost per unit of production 
is obtained for a number of seasons previously, and 
this unit cost is applied to the production for the 
current period. 

7. Where standard costs are in operation, the results 
of previous years act as a most helpful factor in 
the preparation of current estimates. 

Some of these methods may be sufficiently accurate for pay- 
roll budget purposes, but may not give sufficiently detailed 
analyses to enable the labour budget to be based on them. 

Keeping Employment Even. 

Eecognising the value of keeping production and there- 
fore employment as steady as possible, attempts are now made 
to even out production, even where essential conditions some- 
what complicate the problem. This policy may, of* course, mean 
an increase in stock figures, but in any case the whole question 
is one which must be decided according to a number of other 
conditions, generally peculiar to each business, such as the 
capacity of the machines, the value of stocks to be carried, and 
the extent to which the seasonal variations would ordinarily 
control the production policy. Often the labour budget will 
be found one of the most difficult to prepare, especially in the 
case of goods made to order. (See Figure No. 29.) 

Value of the Labour Budget. 

Where some degree of looseness in employment has operated 
previously, a thorough analysis of all the productive operations 
of the business to ascertain the minimum number of men re- 
quired in each and every case, will often show considerable 
ecqnomies. There are many instances where reduction of em- 
ployees and of total wages paid have become possible through 
careful budgetary preparation. It often happens that twelve 
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men operate in a department and the whole twelve are kept on 
the payroll, whereas actually there is enough work for eleven 
only. It is in the planning procedure that the surplus man 
in the department is discovered and the work put into the 
labour budget is almost always fully repaid. 

Relationship between Labour and Payroll Budgets. 

Where a payroll budget is to be prepared, the information 
given in the labour budget is used and the various amounts of 
wages that will have to be paid are calculated. Prom this data 
the total of wages payable is calculated. A suitable form for a 
payroll budget can be seen in Figure No. 30. 

There is much to be said for the elimination of the payroll 
budget in actual practice. Frequently each department pre- 
pares a list of employees required and frequently the amounts 
payable to such employees find their way into the budgetary 
programme by means of the departmental budgets. For ex- 
ample, in any estimates of the cost of repairs the wages payable 
are taken into account and the total of the repairs and main- 
tenance budget would include the wage factor. There is, there- 
fore, always a danger of duplication and in any case a certain 
amount of confusion during the initial stages of budgetary 
installation is almost unavoidable. Furthermore, even where 
separate departmental estimates are made and these are for- 
warded for inclusion in the payroll budget little extra value 
results. In order to compare actual results with budgetary 
estimates it would still be necessary to take the departmental 
figures and to cheek the results upon a departmental basis. 

The only compensating factor in this regard is that the 
accounting section would frequently find their work facilitated 
if there was one figxire for inclusion in the financial budget. 
Even so, however, where different pay days are in operation 
even this advantage would largely disappear as segregations of 
the amounts to be paid would become necessary. Despite these 
factors, however, many organisations do prepare both labour 
and payroll budgets. 

Desirable Procedure. 

This is therefore rather a controversial subject, but for an 
average manufacturing business, preparation of the following is 
suggested — 

Labour Budget . — To show the number and classification of 
employees and the total amount of the payroll of the 
manufacturing operations. This could be prepared 
by the factory manager, thus avoiding many of the 
difficulties mentioned above. 



MANUFACTUEING BUDGETS 


109 


Departmental Budgets , — To show the number and classi- 
fication of employees and the total amount of the pay- 
roll relating to each other particular department (e.g. 
Sales Department for Sales Staff Salaries; Purchase 
Department for Purchasing Salaries, etc.). These 
would be prepared by the respective departmental 
executives 

Three Other Budgets. 

There are three other budgets which can claim some as- 
sociation with the Labour Budget — 

1. Occupational Budget. 

This is designed to set forth rates of wages applicable to 
each type of work in the factory, having in mind the degree 
of manual and intellectual ability necessary. This budget fre- 
quently discloses differences in rates paid which are both sur- 
prising and wrong in policy, but the budget itself is seldom 
used. Industrial wage rates often make it superfluous. 

2. Welfare Expense Budget. 

This is, of course, prepared only by organisations operating 
a welfare expense department. Through this budget, an analysis 
of the total expense of all welfare work is made, and estimates 
of total cost prepared. These estimates are similar to those 
of any other department, as they are used as guiding posts 
for the control of the departmental expenses during the bud- 
getary period. 

3 . Staff Department Budget. 

This budget is also seldom prepared and is in type similar 
to the welfare expense 'budget. It seeks to analyse the ex- 
penses of the Staff Department, which is under the control of 
the Staff Superintendent, and to provide estimates which can 
be used for the control of the department’s expense operations. 
Generally expenses of this kind are included in some other bud- 
get, such as Administrative or Office Expense. 

The Labour Budget Period. 

In the specimen labour budget form given, the number 
of men in each department is given. This information would bo 
obtained from the totals of the operations to be conducted by 
that particular department over the period covered by the bud- 
get. The labour budget, however, may differ from others in its 
treatment of periods. For example, the whole period being 
covered may be six months. Employment figures, however, may 
be analysed and estimated month by month, or, alternatively, the 
only practicable method may be to take a period which approxi- 
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mately corresponds with the time necessary to process a major 
product or to complete a major productive operation. Thus, 
w'here each production order talces three weeks to complete, the 
best basis for the labour budget may be a three-weekly period. 
Even if this were so, how^ever, as far as the payroll budget is 
concerned, it would still be necessary to adopt a basis corres- 
ponding to that of other budgets, because the figures for the 
total period are necessary for compiling the financial budget 
and the estimated profit and loss account and balance sheet. 
This factor may be sufficiently important in certain cases to 
compel the preparation of the labour budget on a similar basis. 
The fact that the labour budget is prepared over a different 
period would generally not affect the issue as long as the or- 
dinary budgetary period is covered by the payroll budget, or 
total wages costs are calculated as part of the departmental 
expenses. 

The Use of Ratios. 

Because of the necessity for accuracy, it is essential to 
stress the advisability of preparing the figures only after a 
scientific analysis of all productive operations. It would be idle 
to suggest, however, that this will be found practicable in every 
case. At times it may be quite impossible to do anything more 
than endeavour to arrive at an approximate estimate of labour 
information and the payroll figures. Frequently an approxi- 
mate control is possible in such cases by the use of predeter- 
mined ratios of direct labour cost to some other factor in the 
cost of sales. There are a number of ratio methods which can 
be used, and a review of the figures of previous periods to 
discover a relationship between direct labour and some other 
factor should disclose the most suitable. It may be found that 
in previous periods direct labour has consistently amounted to 
approximately 75 per cent of direct material values. Knowing 
what the material values for the budgetary period will ap- 
proximate (from the materials budget), the amount of direct 
labour can be calculated. A further analysis of previous figures 
would show the average wage, and with this information it is 
possible to estimate the number of employees for the period. 
The next step would be to arrive at the amount of indirect 
labour, and here again the ratio system could be used. Calcu- 
lations of the percentage of indirect labour to direct labour in 
past periods would guide the preparation of the estimated 
amounts for the future. 

The labour budget and the payroll budget, where this lat- 
ter is prepared, are most valuable to control operations, and 
this aspect of the matter is covered in later chapters. 
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PLANT AND EQUIPMENT BUDGET 

This budget is concerned with the improvement and exten- 
sion of plant and the acquirement of new plant. Sometimes 
it includes repairs and maintenance where these expenses are 
not the subject of a separate budget. There are some marked 
differences between the plant and equipment and all other 
budgets. This is primarily because it deals with data which 
really has no immediate direct connection with the Profit and 
Loss Account, though it does, of course, affect the financial 
budget. Furthermore, quite frequently this particular budget 
has a period of its own. Whereas the ordinary time covered by 
the various budgets may be six months or one year, often plant 
and equipment estimates cover one to five years or possibly 
longer. The reason is that only by careful analyses over lengthy 
periods can decisions be made as to the wisdom or necessity 
of certain capital expenditures on new equipment. In fixing 
this period individual circumstances must be taken into ac- 
count, but where it is found that no advantage is to be gained 
by departing from the ordinary budgetary period, it would be 
foolish to make any alteration. The Bell Telephone System of 
Companies have long-range plant and equipment budgets of 
five, ten and thirty years. 

Objects of the Plant and Equipment Budget. 

1. To prevent over-expansion. 

Where plans are not carefully considered in advance and 
the procuring of new equipment harmonised and kept in line 
with other factors, there is always the danger that machinery 
may be obtained without sufficient consideration being given to 
the question. Expansion must be considered in relation to the 
selling, productive and financial capacities of the business, and 
this budget will help correct decisions to be made. 

2. To make proper financial provision. 

Planning for new equipment necessitates careful consider- 
ation of all capital outlays from the standpoint of the cash 
position. This is important in any business, but particularly so 
where there is any shortage of working capital. Sometimes 
financial arrangements can be made only by going outside the 
business, and predetermined necessities give sufficient time for 
this to be done. 

3 . The preservation of proper relationships. 

This budget facilitates a proper relationship between re- 
tirements, replacements, maintenance and depreciation. Bach 
of these factors has an influence on the question of the pur- 
chase of new equipment. The budget not only makes the preser- 
vation of correct relationships possible but ensures the proper 
procedure in the approach to these matters. 
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Its Importaiice, 

The tendency towards economy development as shown in 
the increasing replacement of men by machines, involves an 
increasing fixed capital, and this has greatly added to the im- 
portance of planning purchases of this kind. Mistakes in such 
purchases are generally difficult to make good, and most 
machines cannot be adapted to changed circumstances without 
great loss. The facts of the matter have been pithily summed 
up in the statement that it is easy to get rid of any inefficient 
workmen, but an inefficient machine so often must stay. The 
importance of this budget varies in different branches of in- 
dustry, largely according to the proportion of fixed capital to 
total capital. It is relatively large in such industries as min- 
ing, quarrying, shipping and ship-building, iron and steel in- 
dustries, but often smaller in textiles, leather, rubber and tim- 
ber. In these latter industries working capital is relatively 
larger in consequence of the value of raw material. In com- 
merce and banking fixed capital is only of subordinate im- 
portance. 

Causes of Machine Replacement and Expansion. 

There are two factors which either separately or jointly are 
responsible for the decision that a machine should be scrapped. 
The first is the economic factor of obsolescence — the inability 
of the old machine to compete with newer machines put on 
the market and which will give better results in quantity, 
quality or costs. There is also the physical factor — ^the in- 
ability of the old machine to cope with increased output, to turn 
out the quantity necessitated by rising sales, together with the 
effect of such inability upon the whole plan of productive 
routine. 

The following cost factors should be considered when choos- 
ing new machinery — 

(a) Investment, 

1. Initial cost of machine. 

2. Cost of accessories. 

3. Installation. 

4. Depreciation. 

(b) Working. 

1. Repaii’s and maintenance. 

2. Supervision. 

3. Power. 

4. Operating wage rates. 

5. Hourly operating charge. 

6. Hourly idle time charge. 

7. Normal output. 

8. Unit production costs. 
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In the preparation of the plant and equipment budget it 
is generally necessary to divide recommendations into — 

(a) Eeplacements. 

(b) Additions. 

The most common reasons given for replacements are — 

1. The machine is too light for heavy duty. 

2. Changes in methods are necessary. 

3 . A machine particularly suitable for the Job is neces- 
sary, rather than using other machines which are 
primarily designed for other purposes. 

4. The machine is too costly to operate. 

5. It is impossible to produce good w’ork. 

6. The machine is in bad condition, and it will not 
pay to rebuild. 

7. It is a bad hre risk. 

Additional machines are necessary — 

1. To supplement existing machines where the latter 
cannot produce the necessary output. 

2. To supersede hand labour. 

3 . To obtain new machines of totally different type. 

4. To obtain machines similar to those in operation, 
but capable of better quality or greater accuracy. 

The replacement of a machine is, therefore, usually con- 
sidered when and because new machinery will effect economies 
of some kind or other (such as in labour, in materials, in power 
or in floor space) or because of some other advantage (such as 
greater accuracy, a better quality product, better processing, 
faster operation, lower in-process inventories, or two or more of 
such factors). It is generally possible to reduce these ad- 
vantages to a statement of tangible money savings, as this is, 
after all, one of the most important factors to be considered 
when replacements are proposed. It is frequently found that 
one machine working part time is a more economical proposi- 
tion than another w’^orking full capacity. Together wdth othei 
factors, the matter of cost must be taken into account. Thu 
m turn is affected by the life of the machine, the question oi 
repair and maintenance costs, the likelihood of the machine 
being superseded by another incorporating later inventions, or 
by the possibility of cessation of demand for the particular 
product to be processed by the machine. These factors have 
their bearing upon the working life of the machine, and, con- 
sidered in relation to cost, will enable estimates of machine ex- 
penses to be prepared. Even where it is proved conclusively 
that a machine is available which, if purchased for the purpose 
of replacing an existing machine, will show considerable sav- 
ings, there is still a further question to be taken into account. 
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It is possible that, though the savings would be of considerable 
amount, the company’s position may be such that the with- 
drawal of the necessary capital from the working resources of 
the business may not be warranted. Thus, not only is it neces- 
sary to show that savings will result, but also that the savings are 
sufficiently great to make it wise to take the necessary money 
from its present use to that of purchasing the machine. 

The Desirable Amount of Plant. 

The amount of plant which it is economically desirable that 
a concern should have depends upon — 

1. The technical position of the undertaking. 

This is the most uncertain factor in the framing of the 
budget (especially in certain industries) as improved designs, 
apart from any revolutionary inventions, generally involve 
modifications of working plant. The exact effect in each ease 
must be considered as each new design is put on the market, but 
the question of policy and possible trends in these matters 
should be given attention when preparing the budget. 

2. The sources of capital. 

The supply of capital available and the cost of procuring 
it must be considered when preparing estimates of capital ex- 
penditure. Where the capital is both difficult and expensive to 
obtain, the policy in relation to the purchase of new equip- 
ment, or replacement of old machines by later models, may have 
to be on a very conservative basis. 

3. The future sales. 

Obviously, the essential factor here is the nature and extent 
of the future market. Where there is no stability, and it is quite 
certain that some lines will lose favour, the greatest care would 
have to be exercised in dealing with any question of expansion 
over the period. A budget calculated on the basis of a care- 
fully estimated trend would have the effect of preventing the 
acquirement of new plant at a time when increased business was 
the result only of some cyclic movement or seasonal fluctuation. 
A study of trends, seasonal movements, and trade cycles will 
largely help towards accurate judgments. 

Considerations in Preparation of the Budget. 

In certain exceptional cases, it is possible that future re- 
quirements may be estimated as being less than present de- 
mand, and where this is so a plant and equipment budget in its 
usual terms may not be drawn up, though even here it would 
be wise to prepaiT a statement setting forth the proposals for 
disposing of any surplus equipment. As a corollary also, it 
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may be necessary to conduct an examination to consider any 
possible other uses w:thin the business for the surplus plant. 

In the event of the estimated trend of sales showing that 
at least normal increases can be assumed, the following con- 
siderations should be taken into account — 

1 . How far the increased demand could be satisfied by 
a more complete use of the existing plant, or 
through an increase in the number of shifts 
worked. 

2. At what stage output should be increased by the 
acquirement of new plant, the extension of avail- 
able plant, or the establishment of new workshops. 

The essence of a plant and equipment budget, therefore, is 
the planning of extensions and new plant having regard to con- 
siderations of space, time and means These extensions are 
grouped under three main headings — 

1. Those necessary for efficient operations. 

2. Those showing savings to justify outlay. 

3. Those desirable, but not absolutely necessary. 

It is also often found that an appropriation is made for con- 
tingencies, but the best practice is to stipulate that this amount 
cannot be used without a written explanation and request going 
forward for approval by the budget committee or an appro- 
priate senior executive. 

Authorisation of Projects. 

The budget will include some projects which have been 
authorised and others for which approval has not been granted, 
even though they form part of the budget. The budget gener- 
ally includes separate requests for authorisation of those pro- 
jects included which will be carried out within the budgetary 
period operating in relation to the other budgets, as distinct 
from the plant and equipment budget. Thus the budget is 
frequently divided into three parts — 

1. Those projects for which authorisation is required, 
after the approval of the budget. 

2. Contingent expenditures which are noted but not 
authorised at the time of budget approval ; authority 
must be sought when the necessity arises. 

3. Those projects which are the subject of long range 
planning, but which will not require definite 
authorisation until a later period. 

The three sets of figures are, of course, moulded into one bud- 
get. Figures 31 and 32 show the form of a Plant and Equip- 
ment Budget. 
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Figure No. 31. 

PLANT AND EQUIPMENT BUDGET. 
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An authorisation form should include the following infor- 
mation — 

1. Title of project. 

2. Description. 

3. Specification as to whether it is an addition, a bet- 
terment or a replacement. 

4. Eeasons for recommendation. 

5. A summary of the estimated total cost by showing 
the main items. 

6. The amount of expenditure to the end of the cur- 
rent period. 

7. The estimated expenditure for the remainder of 
the year by months or quarters. 

8. The probable date of completion. 

When the outlay has been authorised and the purchase and 
installation are proceeding, monthly reports containing the fol- 
lowing information should be forwarded to the budget com- 
mittee — 

1. The title of the project. 

2. Whether it is an addition, a betterment or a re- 
placement. 

3. The date the project was authorised. 

4. The amount authorised. 

5. The unencumbered balance. 

6. The unexpended balance. 

7. The estimated additional authorisation necessary 
(if any). 

8. The estimated cost of requirements during the fol- 
lowing month, and month by month to the end of 
the period. 

Responsibility for the Plant and Equipment Budget. 

Preparation of this budget is generally effected by the Fac- 
tory Manager or the Plant Engineer. In order that the figures 
may be correctly and intelligently compiled, especially where 
long range estimates are required, some knowledge of the future 
policy of the business is essential. This would be particularly 
so in relation to the proposed expansion of the company’s 
operations. 

Sometimes a division of responsibility is made. Replace- 
ments and immediate purchases are estimated by the Factory 
Manager, while equipment becoming necessary under a long 
range policy is detailed by the General Manager. 
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REPAIRS AND MAINTENANCE BUDGET 

When dealing with the labour budget it was pointed out 
that whilst it sometimes included all indirect and direct wageSy 
frequently attention was devoted to certain processes, and pos- 
sibly not to such services as repairs necessary to and mainten- 
ance of the plant. It is perhaps necessary at this stage to con- 
sider what is covered by maintenance costs. These may be 
described as the expenses necessary and incurred in repairing 
plant and equipment or in partially renev/ing it, so as to over- 
come wear and tear and at least to reduce deterioration. The 
question of obsolescence does not enter into this matter, as 
maintenance is only concerned with the physical condition of 
the equipment. 

Cost Variations between Periods. 

Before budgetary procedure gave close control over main- 
tenance costs, it was usual to compare one period with another 
where some check over the amount spent was desired. This 
was quite an unsatisfactory method, as many factors could be 
in operation to spoil any chance of valid judgment from such 
comparisons. For example — 

1. The policy in relation to maintenance could vary 
year by year. Sometimes a much more vigorous 
policy is prosecuted, while at others the necessity 
for economy may mean that maintenance expense is 
cut down severely. 

2. The differences in use of equipment year by year 
could also vary. It is obvious that where a machine 
is working at 100 per cent capacity, the mainten- 
ance charges are likely to be very much heavier 
than if it is engaged only 50 per cent. Furthermore, 
under certain circumstances, maintenance work may 
have to be carried out after hours, and this may 
mean wages at higher rates. 

3. The condition of the property at the beginning of 
the period w^ould also be important. It may be 
necessary to spend a large sum of money on repairs 
and maintenance in one period and practically 
nothing in the next. As an example, a machine 
may require a thorough overhaul every nine 
months, and at the 1st January, 1930, its condition 
may have been such that a complete overhaul was 
due and Avas fixed for February. As another nine 
months would have elapsed by November, the 
machine would again undergo complete repairs at 
that date. In 1931, however, it would not be due 
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for overhaul until August. Thus the year 1930 
would have to bear two charges, and 1931 only 
one. In addition to this, consideration must be given 
to the question of whether complete maintenance 
work has been carried out in the past. Where it 
has been deferred until a more opportune time, the 
condition of the plant is not likely to be of the best, 
and therefore charges during the budgetary period 
may be heavy. 

4. Uncertainty of labour conditions may reflect in 
maintenance charges during one period as against 
another. Falling labour and material costs may 
have a decided effect upon the total of maintenance 
costs. In addition the type of workmen operating 
a machine often affects the maintenance figures. An 
expert operator, on a higher wage, who is careful 
with a machine, may be a more economical pro- 
position than an inexperienced man, who does not 
understand the value of keeping repair work at a 
safe minimum. 

Basis of the Repairs and Maintenance Budget. 

The principle embodied in the control of maintenance costs 
by a budget is that which underlies the preparation of all bud- 
gets — a thorough consideration is given beforehand to the work 
recommended and decisions made as to what is to be done 
within the budget period and what the work should cost. Every 
effort is then made by those responsible for the costs to com- 
plete the work within the allowance which they themselves 
agreed upon. 

Responsibility for the Repairs and Maintenance Budget. 

The officer responsible for the preparation of this budget 
varies according to the Size and type of business. The prepara- 
tion may be undertaken by — 

1. The Works Manager. 

2. The Works Engineer. 

3. The Repairs and Maintenance Foreman. 

4. The Production Manager. 

No matter who else prepares the figures other than the Works 
Manager they are generally submitted to the Works Manager 
before being passed to the Budget Officer for inclusion with the 
other schedules. 
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Purposes of the Budget* 

The following are the aims in preparing estimates of repairs 
and maintenance costs — 

1. To save time during the year by concentrating at- 
tention on the problem before expenditures become 
necessary, but while all details and costs are avail- 
able. 

2. To estimate the total of the expense as a guide 
for the financial department. 

3. To act as a systematic plan for the scientific man- 
agement of the problem, and limit appropriations 
without adversely restraining activities. 

4. To act as a basis for decisions in relation to re- 
placements of equipment. 

The Preparation of the Budget, 

It is necessary to take all factors into account when pre- 
paring estimates. Furthermore, a complete survey of the posi- 
tion by an inspection of all units affected is essential. Only by 
such a method can reasonable accuracy be arrived at, and as a 
general rule it is wise to consult the various foremen in charge 
of the machines to obtain their opinion as to what repairs are 
likely to be necessary. The largest portion of repair work often 
consists of small jobs of varying natures, possibly scattered 
throughout the plant. It may, however, be necessary to under- 
take some very large repairs as well, and frequently executive 
approval will be found necessary for these works. This should 
be obtained in the form of tentative approval when the budget 
is being prepared. 

Repairs Effected by the Factory. 

During the foregoing consideration of the question, it has 
been assumed that the factory itself would carry out the repair 
and maintenance work found necessary. Where this is not so 
and outside companies are engaged, the iDosition, from a bud- 
getary preparation standpoint, is no different, except that there 
may be a little more difficulty in arriving at the estimates of 
the amounts of the various expected repair jobs. Analyses of 
past figures in relation to charges made for repairs and main- 
tenance should, however, enable reasonably close estimates for 
the future to be gauged. 

Repairs not included in Budget. 

It is frequently found that many businesses, though fully 
seized with the importance and value of budgetary preparation 
and control, do not prepare a repairs and maintenance budget, 
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but, rather, in the light of past experience, allocate a certain 
fixed sum for this expense. This is not a good method, especi- 
ally where the charges are heavy, and every effort should be 
made to complete a budget so that the ideal of accurate infor- 
mation is not interfered with. In addition this particular bud- 
get is not as a rule a very difficult one to prepare or to cover 
by control methods. Where a repair which was not anticipated 
at the time of the preparation of the budget and was therefore 
not included in the estimates, is later found to be necessary, 
executive approval should be obtained. The policy of deferring 
a repair because it was not sanctioned in the budget can be 
dangerous. It would obviously be wrong to hold up a repair 
that w’ould possibly interfere wdth the productive capacity of 
the machine and the routing of work, because allov^ance for 
such a repair was not made in preparing the budgetary esti- 
mates. Therefore it is usual to find some provision made for 
speedy authorisation of essential repairs not covered in the bud- 
get figures. (See Figure No. 33.) 

MANUFACTURING EXPENSE BUDGET 
Classification of Manufacturing Expenses. 

Manufacturing expenses may be defined as those incurred 
in or incidental to production, without being directly charge- 
able to any particular product. The following expenses would 
generally be included in the total manufacturing expense — 

1. Controllable Expenses. 

(a) Indirect Labour. 

(b) Workers^ Compensation Insurance. 

(e) Employment and Welfare Expenses. 

(d) Watchmen and Timekeepers. 

(e) Factory Indirect Materials. 

(f) Power, Heat, Light and Water. 

(g) Indirect Production Expenses. 

(h) Perishable Tools and Operating Supplies. 

(i) Repairs and Maintenance — Labour. 

(j) Repairs and Maintenance — Supplies, etc. 

-(k) Purchasing Department Expense. 

(l) Stores Department Expense. 

(m) Dies, Jigs and Fixtures. 

(n) Experimental Expenses, 

(o) Factory Printing and Stationery. 

(p) Spoiled Wgrk. 

(q) Fire Protection. 

(r) Supervision and Clerical. 

(s) Indirect Production Expenses. 



MA.NUFACTUEING BUDGETS 


123 


2. Fixed Charges. 

(a) Depreciation on Buildings. 

(b) Depreciation on Plant and Equipment. 

(c) Insurance. 

(d) Rates and Taxes. 

(e) Rent. 

Where, however, any of the foregoing had already been included 
in some other budget (e.g. Repairs and Maintenance) they 
would be excluded from the Manufacturing Expense Budget. 

Methods of Allocation, 

In costing it is usual to allocate manufacturing expenses to 
the particular product or department by means of apportion- 
ments based on such factors as — 

1. The direct labour hour. 

2. The direct labour cost. 

3. The machine hour rate. 

In the case of the direct labour hour method, the estimated 
total expenses are divided by the estimated total operating 
hours and a rate is thus struck which will enable the product 
to be charged with what is deemed a fair proportion. The 
direct labour cost is based on the same principle, except that 
instead of the rate being a certain amount for each hour worked, 
it bears a relationship to each £1 of wages spent. In the case 
of the machine hour rate, an attempt is made to total the whole 
of the expenses which would be incurred in connection with a 
machine, such as depreciation, portion of rent (according to 
space occupied), insurance, oils and greases, etc., lighting and 
power, and possibly interest, the total being divided by the 
number of hours that it is estimated the machine will operate 
during the period. 

Difficulties in Preparation. 

In the budgets already described matters to be .covered 
have usually been known. AVith the manufacturing expense bud- 
get, however, the following difficulties may arise — 

1. The items making up the manufacturing expense 
ma}’- be varied in nature, and may be the responsi- 
bility of a number of persons, e.g. Power House 
Expense would be differently controlled from In- 
surance. 

2. Some items may have already been included in 
other budgets. AYages of watchmen and supervisors 
may have already been included in the labour or 
payroll budgets. 
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3. It may be difficult to arrive at an adequate classic 
fication of all the expense items/ This difficulty 
would be more apparent in the preparation of the 
first budget than in subsequent budgets. Where 
there is a cost system in operation, the problem is 
greatly simplified. 

4. It may be difficult to provide satisfactory standards 
for the control of this type of expense. This would 
be particularly so where there was any overlapping 
of functions. 

Methods of Preparation. 

In order to overcome the foregoing difficulties, the follow- 
ing methods of preparation may be adopted — 

(a) The cost department (where such exists) is requested — 

1. To prepare details of all items included in manu- 
facturing expenses in previous years. 

2. To segregate these into two classes — 

(a) Those expenses already covered by other bud- 
gets. 

(b) The balance of the manufacturing expenses — 
those not covered by any other budget. 

3. To prepare estimates of 2 (b) in relation to the 
budget period, having in mind the proposed 
production, inventory and purchasing programmes. 

4. To submit these estimates to the officials responsible 
for them, obtaining their advice and approval. 

5. To combine these estimates so as fco complete a 
manufacturing expense budget, comprising all in- 
direct expenses not covered by other budgets and 
to forward this budget to the budget officer. 

(b) Where there is no Cost Department, the same func- 
tions may be exercised by the Accounting Department. 

(e) The official responsible for each separate classification 
of expense may make the necessary estimates and then 
these may be combined. This method requires very 
careful planning and supervision in order that each 
official may prepare his portion of the estimate pro- 
perly, and to schedule the estimates so that they will 
flow into the central authority at the proper time. It 
has, however, the very definite advantage of placing 
tihe f ull responsibility for the preparation on those re- 
i^obBible for its performance. 
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Budgets Affected by Manufacturing Expenses. 

It is now proposed to examine the various expenses to as- 
certain in which budget thej'' would appear and also to allocate 
the responsibility for their preparation. 


Indirect Labour. These would generally be included in the 

Supervision and Clerical. labour budget, and would often be pre- 

Watchmen and Timekeepers. pared by the factory manager. 


Repairs and Maintenance — 

Labour. 

Repairs and Maintenance — 

Supplies, etc. 

Factory Indirect Materials. 


Workers’ Compensation Insur- 
ance. 

Depreciation on Buildings. 
Depreciation on Plant and 
Equipment. 

Insurance. 

Rates and Taxes. 

Rent. 

Sundries. 

Factory Printing and Sta- 
tionery. 

Power, Heat, Light and Water. 


Employment and Welfare Ex- 
penses. 

Indirect Production Expenses. 
Dies, Jigs and Fixtures. 

Fire Protection. 

Spoiled Work. 

Experimental Expenses. 
Perishable Tools and Operating 
Supplies. 

Purchasing Department Ex- 
penses. 


Stores Department Expenses. 


These would appear in the repairs and 
maintenance budget. 


These would be included in the materials 
budget, but the cost incurred would form 
part of the manufacturing expense 
budget, and they would probably be 
estimated by the factory manager. 

These expenses would probably be esti- 
mated by the accounts department, and 
would form part of the manufacturing 
expense budget. 


Sometimes a power expense budget is 
prepared by the engineer in charge of 
the pow'er plant. Where this is not done, 
estimates for inclusion in the manufac- 
turing expense budget may be prepared 
by the engineer or by the factory 
manager. 

These would generally be prepared by 
the factory manager and would appear 
in the manufacturing expense budget. 


Generally this list is prepared by the 
purchasing depaitment and sometimes 
the total expenses are apportioned to 
various purchases made during the 
period, whilst at others the total ex- 
penses are included in the manufacturing 
expense budget. 

These would usually be prepared by the 
stores manager or supervisor for inclu- 
sion in the manufacturing expense 
budget. 
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No attempt is made to give a definite procedure to be fol- 
lowed in the above cases. Rather the foregoing is a general 
indication only. The exact method to be adopted will depend 
entirely upon the conditions operating in the particular busi- 
ness preparing the budget. (See Figure No. 34.) 

Flexibility of Estimates. 

Though the question of manufacturing expense is being 
dealt with in this chapter from the standpoint of a total fixed 
amount, it cannot always be advantageously budgeted for in this 
way. In dealing with Variable Budgets, an attempt is made to 
show the manner in which these expenses may be much more 
satisfactorily covered and standardised in relation to actual pro- 
duction. 



Chapter V 


THE ADMINTkSTRATIVE AND CASH BUDGETS 


The administrative expense budget — analysis of expenses — ex- 
pense ratios — preparation — salaries — I'esponsibility — possible 
economies — financial or cash budget — ^its objects — effect of seasonal 
conditions — ^the budgetai’y period — ^responsibility — preparation- 
forecasting receipts — forecasting disbursements — essentials for 
successful financial budgeting — ^the operating capital budget — the 
profit and loss account and balance sheet — completion of final esti* 
mates — ^advantages of completing estimates — relationship with bal- 
ance sheet — procedure — advantages of preparing a balance sheet — 
analysis of final statement — ^importance of I'atios — thorough 
analyses essential — responsibility — revision of the budgets — 
control. 

The Administrative Expense Budget. 

Administrative expenses can be defined as those incurred 
in the direction or management of a business as distinct from 
such other functions as manufacturing or selling. An adminis- 
tration expense in one business may come within a different 
category in another. Usually the following items are included — 
Salaries, 

Audit Fees. 

Postages and Telegrams, 

Printing and Stationery, 

Legal Expenses, 

Subscriptions, 

Pees, 

Office Rent and Insurance. 

Sometimes such items as Bad Debts and Discounts are also in- 
cluded but these are at other times referred to as financial or 
selling expenses. 

Analysis of Expenses. 

Budgeting for these expenses is generally simplified be- 
cause it is a case of following the accounting segregations and 
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sequences of the organisation units. The only real difficulty 
lies in the estimate of the amounts which should be allowed. 
It is very often found almost impossible to arrange for any- 
thing like adequate reduction in administrative expenses when 
such is demanded by falling turnovers which necessitate econ- 
omies in every branch of the business. A large portion of 
administrative expense consists of what is generally termed 
^'office expense.’’ Of late this has been receiving much more 
attention than formerly. Close analyses of the various items are 
being constantly made and attempts to standardise the opera- 
tions are becoming much more frequent. Some progress has 
been made, but much remains to be done. In 1928 a paper manu- 
facturing company in U.S.A. closely dissected various business 
practices in different industries and issued a survey report at 
the conclusion of its investigations. In this it stated that the 
ratio of office expense to general overhead expense in manufac- 
turing industry in general was found to average 52 per cent. 
Actually this ratio was based upon information and statistics 
received from the Harvard Bureau of Business Eesearch, United 
Typothetate of America, Federal Trade Committee and annual 
reports of representative companies. Amongst others, the sur- 
vey report recommended the following measures for the reduc- 
tion of office expenses — 

1. The elimination of all unnecessary work. 

2. The determination of the one best way of doing 
each kind of office work. 

3. Determination of units of measurement covering 
all the principal duties. 

4. Determination of what constitutes a day’s work 
with respect to the principal functions in the 
majority of offices. This, of course, relates to the 
time requirements. 

It will be seen that those methods which have in the past 
been applied to production in order to promote efficiency and 
discover gauges whereby such efficiency can not only be measured 
but also controlled, are now being used in the case of office and 
administrative expense. This field is still largely untouched, but 
it seems beyond doubt that excellent opportunities for economies 
will become available in these expense spheres as have already 
become evident i)i the case of production control. In the past 
the office has largely appeared to be sacrosanct, though why it 
should be so defies explanation. Office workers are engaged in 
production in exactly the same way as other employees of the 
business, except that the results of their work are perhaps less 
tangible. 

JC 
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Expense Ratios. 

In 1930 the National OfBce Ratios Survey was made jointly 
by the System^’ Magazine and the National Office Management 
Association (U.S.A.). Its purpose was to obtain information 
on which ratios for clerical operations could be estimated, so 
that office executives would have a reliable basis for compari- 
sons. The subjects included in the survey were — 

1. Floor space per clerk. 

2. Cost of stationery and supplies. 

3. Cost of equipment and machinery. 

4. Obsolete equipment. 

5 . Time requirement by orders. 

6. Standards for fourteen clerical Jobs as under — 

(a) Addressing envelopes. 

(b) Typing copy work. 

(c) Fill-in letters. 

(d) Typing from shorthand. 

(e) Typing from dictation machine. 

(f) Invoice typing. 

(g) Order writing. 

(h) Filing. 

(i) Addressing. 

(J) Duplicating. 

(k) Tabulating. 

(l) Calculating. 

(m) Invoicing. 

(n) Bookkeeping. 

7. Office lighting. 

8. Clerical salaries. 

Budgetary Preparation. 

These subjects are very suggestive as bases for adoption in 
completing the budget. It is necessary to divide each of the 
groups (such as, for example, administrative expense, office ex- 
pense, and general expense) into the various accounts which 
it includes. Each account is then analysed and the totals for 
previous periods are examined in relation to the various fac- 
tors which affected them. Comparisons between past periods 
and the future period are made and estimates of totals likely 
to be incurred in connection with the forthcoming programme 
are ascertained. Where standards are in operation (for ex- 
ample, standard costs of filing, invoicing, bookkeeping, etc.) the 
calculations for the budgetary period are carried out by the 
conversion of the future operations in terms of those standards, 
and the amount which is to be allowed then becomes simply a 
matter of arithmetic. 



ADMINISTRATIVE AND CASH BUDGETS 131 


Salaries. 

Office and executive salaries frequently form a large per- 
centage of the total expense. Even Avhere a labour budget is 
prepared, these salaries are very seldom included but are 
usually treated as part of office expense. The total amount of 
some salary items is known with certainty, as most of the execu- 
tive officers and office employees have fixed salaries. Variations 
in sales and production will have little effieet on office and 
administrative charges. It is perhaps this factor which is re- 


Figure No. 35, 

ADMINISTEATIVE EXPENSE BUDGET. 
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Account 

Account 

Last Period 
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Budget 

Actual 

Budget 
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Administrative 

Sals. 

Trav. Expenses . 
Entertainment 

Exs 

Printing and Sta- 
tionery . . 
Postages and 
Telephone 

Legal Expenses 
Insurance . . 
Subscriptions 

Office Salaries . . 
Audit Fees . . 
Exchange unci 
Bank Charges 
General Expenses 
Interest 

Rates . . . . i . 

Rent 







sponsible for the condition of affairs which operates and shows 
itself in a laissez-faire policy in relation to these expenses, even 
when conditions in the business itself are such as to warrant, 
and, furthermore, to demand the utmost economy in every de- 
partment. 

Responsibility for Administration Expense Budget. 

This budget is generally prepared by the Secretary or the 
Accountant, under whose jurisdiction and control most of the 
expenses are. The period is the same as with other budgets 
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though apportionments between months (where monthly bud- 
gets are prepared) are sometimes a little different from those 
in the factory, on account of differences in office hours, holidays, 
etc. 

Possible Economies. 

It has been mentioned throughout that one of the main 
aims in budgeting is to obtain the benefit of those economies 
which an analysis shows to be possible. This budget is no excep- 
tion. Administrative and office expenses are capable of being 
lowered through increased efficiency either in human effort or 
through machines, just as in the ease of production and selling. 
The fact that this question has not received in the past the 
attention which it deserves makes it necessary to stress again 
the importance of creating standards and analysing operations 
so that there will be no lag in attaining maximum efficiency. 
(See Figure No. 35.) 

THE FINANCIAL OR CASH BUDGET 
Its Objects. 

While it is largely dependent upon the information shown 
in the other budgets, the cash budget is somewhat different from 
most of them. Indeed, in some ways it can be likened more to 
the plant and equipment budget than to any other. It is de- 
signed to calculate and set forth in easily interpreted terms the 
position of the cash resources of the concern month by month or 
for any other time decided upon. 'The value is, of course, greater 
in some cases than in others, but its worth is sufficient at any 
time to make it a valuable adjunct to other budgetary state- 
ments. In the ease of the borrower it is necessary to ensure 
that the cash i^osition will allow loans to be repaid promptly 
on maturity dates, whilst maintaining sufficient cash resources 
for trading purposes. When not a borrower, the position should 
be frequently inspected to determine when, in what amounts, 
and for how long, excess funds may be loaned out or invested in 
some other way or used for expansion, and also to make sure 
that the cash position is at no time detrimentally affected. It is 
always desirable to maintain a proper relationship between cash 
and other balance sheet items, and at the same time permit 
prompt payments and the ordinary policy of the concern to be 
prosecuted. It must also be remembered that good budgeting, 
designed to facilitate the flow of cash, can increase the volume 
of business possible, without any corresponding increase in 
working capital. It helps the cash position to aid working 
capital to do more work. Aspects of this matter are dealt with 
more fully in connection with the operating capital budget. 
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Effect of Seasonal Conditions. 

The need for the cash budget often becomes imperative, the 
most important example being found in the organisation carry- 
ing on business of a seasonal or otherwise fluctuating kind. In 
such eases there is frequently a very heavy drag in actual re- 
ceipts and a long period between the completion of a large 
portion of the manufacturing processes or a large volume of 
completed production and the actual receival of moneys for 
the sale of such stock. This is the more so where, because of 
the desirability of evening up the manufacturing processes 
throughout the year, portion of the stock, though subject to 
seasonal conditions, is actually manufactured some months be- 
fore the demand for such becomes evident. Unless the cash 
resources of the company are very large, it is frequently found 
necessary to arrange for certain accommodation over the pro- 
ductive period, with repayments when collections commence to 
make their appearance. 

The Budgetary Period. 

The actual period which the budget should cover depends 
entirely upon the internal affairs of the organisation. Those 
concerns operating on comparatively small cash margins often 
flnd it advisable to plan their cash budgets in anything from 
thirty- to ninety-day forecasts, with special subsidiary weekly or 
ten-day periods making these up, and with a general forecast 
covering the ordinary budgetary period. In those cases where 
there are ample (and sometimes excess) funds available, the 
period of the cash budget largely corresponds with the period 
already adopted throughout as governing the other ^budgets. 
Thus, if all figures have been prepared on a six-monthly period, 
the cash budget would probably be set up for this length of time 
also, but in addition it would show the position at the end of 
each month. 

Responsibility for Preparation. 

The financial budget is generally prepared either by the 
accountant or the secretary, and is submitted to the general 
manager before being sent to the budget officer. Sometimes 
this latter official prepares the budget. If any changes are 
made in the other budget figures, the effect of such alterations 
will be reflected in changed financial results, and the cash bud- 
get will be amended accordingly. 

Preparing the Budget. 

In order to prepare a cash budget all factors affecting the 
cash position must be taken into account. The other budgets 
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will provide much information which will be necessary, but not 
alL For example, in the sales budget the turnover month by 
month will have been estimated and therefore it would be known 
that during the month of January ifc was expected to sell, say, 
£10,000 worth of goods, in February £15,000, and in March 
£20,000. As far as the cash budget is concerned, however, these 
figures are useless until they are converted into amounts and 
dates of expected cash receipts. It would be necessary to know 
just when the £10,000 worth of book debts resulting from the 
January sales would be paid. In order *to arrive at this and 
similar conclusions, past practice is the main guide available. 
What has happened in the past is likely to be the case in the 
future, unless exceptional circumstances play a part. Probable 
conditions during the budgetary period should be taken into 
account and all financial trends carefully noted. One of the 
requisites for arriving at accurate information is some prelim- 
inary market research directed particularly from the standpoint 
of general credit. In an agricultural community obtaining pay- 
ment for its produce in the main, say, twice yearly, an organisa- 
tion the sales of which are mainly of an agricultural kind must, 
of necessity, pay the greatest attention to collections during those 
periods when payments are received by the farmer. It may 
well be that the collections for two months will outweigh the 
other ten. The proportion of collections to sales, of collections 
to sundry debtor totals, and of the drag in the collections of 
accounts either after the date of being incurred or the date of 
becoming due, will give valuable information for gauging the 
probabilities in the future. The actual preparation of the bud- 
get must cover the following — 

1. Forecasting receipts. 

2. Forecasting disbursements. 

Forecasting Receipts. 

The main sources of revenue will usually be found to be — 

1. Cash Sales. 

2. Book Debt Collections. 

3. Receipts covering Interest, Dividends, Rent, Com- 
missions. 

4. Bank Loans. 

The estimate of cash sales can usually be made by refer- 
ence to past figures. The amount collected in previous years is 
often helpful, as is also an examination of the ratio between cash 
sales and book debt collections. A comparison of this with the 
ratio shown by the budget figures wull act as an excellent check 
on both estimates. 
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In forecasting collections of book debts, month by month, 
the following methods can be adopted — 

1. The accounts can be divided into various credit 
classes, and a percentage of each can be taken 
month by month as the amount expected to be paid. 

2. A percentage of the monthly sales can be assumed 
as being the amount of the monthly collections. 

3. The same amount of book debts can be assumed 
throughout. Thus the amount of the collections 
would be easily calculated by reference to the 
amount of sales. 

4. The collection possibilities of each account can be 
examined and the total probable receipts derived 
from such an analysis. 

Generally the first method gives reasonably accurate re- 
sults, without making the preparation of the budget over- 
laborious. Of course, whichever method is adopted, the terms 
under which sales are made must be taken into account. Some 
goods may be sold on demand draft, some on 30 days^ and some 
on 60 or 90 days. Similarly, special factors must be examined. 
If the business was carrying on certain works under contract 
and the progress payments were large, it would be necessary to 
calculate when such payments could be collected. 

Interest, Dividends, Rents and Commissions can generally 
be estimated by analysing the figures of the previous periods 
and then proceeding to ascertain any factors which may have 
lately altered such revenue. 

The necessity for a bank overdraft, either temporary or of 
a permanent nature, can usually be calculated from the position 
as disclosed by the other figures in this budget. If it is required 
only for temporary relief, the budget will probably show when 
repayment can be effected. 

Frequently when standards are used to predict cash collec- 
tions, they are afterwards used to control these matters. Thus, 
a standard turnover rate is often calculated. For example, if 
the average amount of book debts during a month is £70,000, 
and the average daily sales were £2000, the turnover would be 
thirty-five days; that is, there would be thirty-five days of sales 
uncollected. If this was used as the basis for the budget it 
would be advisable to make the thirty-five days a standard rate 
with a view to redoubling efforts if any tendency to increase 
this time became apparent. 

Forecasting Disbursements. 

The basis for forecasting disbursements, whilst sometimes 
a difficult matter, often becomes largely a matter of orderly 
arrangement. The items for which cash is required are— 
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1. Production Costs, 

(a) Costs of Baw Materials. 

This amount can be procured by reference to the purchase 
budget, which would set forth the totals of purchases and the 
dates when such purchases would be made. Reference to that 
department would also yield information regarding terms of 
payment, thus enabling the totals payable each month to be 
calculated 

(b) Costs of Labour. 

Where the labour budget shows the number of employees 
to be engaged in productive labour, the total amounts to be 
provided week by week, or month by month, can be obtained. 
Where a payroll budget is prepared to cover wages payable to 
all sections of the business, the problem is even more simplified. 

(c) Manufacturing Expense Costs. 

The estimates covering cash required and the dates when 
such finance must be available are generally obtained from the 
manufacturing expense budget and the repairs and mainten- 
ance budget. Care must be taken that such items as deprecia- 
tion are not treated as being a cash outlay, but provision must, 
of course, be made for any new plant and equipment that is 
to be purchased. Pull details can be obtained from the plant 
and machinery budget, but terms of payment may be the sub- 
ject of special inquiry from the plant engineer, works manager 
or purchasing agent. 

2. Selling Costs, 

(a) Selling Expense. 

This would cover such items as. salesmen’s salaries and 
travelling expenses, and the amount of cash to be provided 
would be obtained from the selling expense budget. 

(b) Advertising Expense, 

This would, of course, come from the advertising budget, 
but calculations allowing for terms of payment in relation to 
advertising space and contracts would have to be made so that 
the periodic cash requirements would be known. 

(c) Shipping and Transportation Expense. 

The budget covering these items would provide the neces- 
sary information for the financial budget. 

3. General f Administrative a/nd Financial Expenses. 

Most of these items would come from the administrative ex- 
pense budget. An analysis of each item would be necessary in 
order to translate the expense figures into a cash figure and to 
allow the latter to be placed correctly in the various periods 
affected. 
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Essentials for Successful Financial Budgeting. 

The degree of accuracy and therefore success attending the 
preparation of this budget will largely depend upon the co- 
operation extended to the official responsible for its preparation 
by the various departments of the business. It must be remem- 
bered that certain figures may be required from a cash stand- 
point, though they were not necessary from the standpoint of 
expense, and the secretary or accountant would be largely in 
the hands of the departmental controllers for the information 
required. 


Figure No. 36. 

BUDGET OF SEASONAL PURCHASES SALES AND COLLECTIONS. 


Month Ending 

Pur- 

chases 

Cost of 
Sales 

Added 

to 

Stocks 

Sal.es 

Gross 

Profit 

Rec. at 
Cost 

Collec- 

tions 

Bills 

Receiv- 

able 


£ 

£ 

£ 

£ 

£ 

£ 

£ 

As at 1st Jan. 

0 

0 

0 

0 

0 

0 

0 

Jan. 31st • • 

0 

0 

0 

0 

0 

0 

0 

Feb. 28th .. 

1250 

0 

1250 

0 

0 

0 

0 

March 31st , . 

2500 

12o0 

2500 

625 

1250 

0 

1875 

April 30th . . 

1750 

2500 

1750 

1250 

2500 

0 

5625 

May 31st 

750 

1750 

750 

875 

1750 

0 

8250 

June 30th . . 

0 

750 

0 

375 

750 

1875 

7500 

July 31st 

0 

0 

0 

0 

0 

3750 

3750 

August 31st 

1000 

0 

1000 

0 

0 

2625 

1125 

September 30th 

3000 

1000 

3000 

500 

1000 

1125 

1500 

October 31st 

3250 

3000 

3250 

i 1500 

3000 

0 

6000 

November 30th 

1750 

3250 

1750 

1625 

3250 

0 

10875 

December 31st 

0 

1750 

0 

875 

1750 

1500 

12000 

January 31st 

0 

0 

0 

0 

0 

4500 

7500 

February 28th 

1250 

0 

1250 

0 

0 

4875 

2625 

March 31st . . 

2500 

1250 

2500 

625 

1250 

2625 

1875 

April 30th . . 

1750 

2500 

1750 

1250 

2500 

0 

5625 

May 31st 

750 

1750 

750 

875 

1750 

0 

8250 










Care and attention must be given to the translation of the 
expense figures into cash necessities, by taking into account the 
terms of payment. 

The financial budget should be prepared in such a fashion 
as to make possible a complete survey of the cash position of 
the business at any time and to give notice of the requirement 
of extra resources some time before they must actually be 
provided. The financial budget that does not do this destroys 
its utility value. (See Figures 36 and 37.) 
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.. See Figure No. 36 for Collection Programme. 5. Bank Loans made for paying Accounts Payable. 

L Funds available for repayment after expenses. 6. Borrowed from Bank. 

Expenses at same rate as Gross Profit. 7 . Collections from customers. 

U Bank Loans made to carry expenses for month. 
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THE OPERATING CAPITAL BUDGET 

The operating capital used in a business plays a very lax’ge 
part in deciding the state of the cash position. Actually the 
amount of money expended from the commencement of a con- 
cern till the receipt of the first payment from a customer x'epre- 
sents the original amount of operating capital employed. It 
later, of course, fluctuates considei'ably, but it will be frequently 
found that stern measures are necessary to promote any ap- 
preciable permanent shrinkage in the total amount. 

The main factors aifectiixg the total necessary operating 
capital are — 

1. The value of the manufacturing units and the scale of 
production. 

Where a concern is gi'adually extending to a more valuable 
type of product, more capital will be required. Similarly, where 
turnover is being increased there would be more capital contin- 
ually employed, unless there were some compensating factors. 

2. Fluctuations in sales, or the rate of employment. 

Seasonal business plays a .big part ixi the effect upon capi- 
tal. Prior to the main selling season stocks are likely to be 
heavy and extra capital will probably be needed. This state 
of affairs would continue until the sales have been made and 
the debts are beginning to be collected. Similarly, where the 
state of the market causes alterations in the rate of employment, 
capital is affected. 

3. The Turning-out^’ time of the product. 

Products which take a long time to process naturally need 
more capital (other matters being the same) than those which 
can be pushed quickly through all the manufacturing processes. 
For example, where a product can be completely manufactured 
in two days, and by various speeding-up methods the time is 
reduced to one day, there should be a considerable saving in 
capital. Naturally the question of sales enters into the problem 
also, as it would be foolish to have the manufacturing processes 
turning out products more quickly than sales are possible. The 
longer the turning-out time the larger the amount of material 
in process, and therefore the higher the amount of capital re- 
quirements, because of the higher accumulated materials, wages 
and expenses. The question of the turning-out time brings into 
account other matters, such as — 

(a) The economical amount of plant and machinery 
necessary to preserve the balance between quick 
and efficient manufacture^ coxisistent with the 
economical use of extra capital involved. 

(b) The routing of the work in the most efficient and 
speedy manner possible. This involves the saving 
of time and labour in transportation. 
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(c) The weighing of those factors affecting the 
^'economic lot^’ in manufacturing having in mind 
the quantities produced and setting-up times. 

4. The relationship between stores and capital requirements. 

This matter was dealt with when examining the materials 

budget. Attention paid to the amount of raw materials on hand 
and partly or wholly finished stocks will have an effect on total 
capital required. 

5. The immediate reconciliation of the manufacturing pro- 
gramme with selling results. 

This is necessary in order to keep these matters co-ordin- 
ated. If a fall in sales becomes apparent and no alteration in 
manufacturing programmes is made, extra stocks will soon ac- 
cumulate, and the amount of capital required will either increase 
or will not be reduced as may otherwise be the case. 

6. The amount and length of credit. 

This is a most important factor. At times the state of the 
market or existing competition may force even an unwilling 
manufacturer into giving long terms, or terms which are longer 
than usual. Capital is thus tied up in book debts, and extra 
capital may have to be provided. 

7. The terms of purchases. 

Some purchases of materials may be made on demand 
drafts, others on 7, 10, 30, 60 or 90 days^ terms. The proportion 
of the purchases falling within these limits will affect operating 
capital required. It is possible, for example, for a business to 
make its purchases on 60 days’ terms and to sell at 30 days. 
Its necessary capital w^ould therefore be greatly reduced, if the 
arrangement could be regarded as a permanent and stable one. 

That each business should endeavour to economise intelli- 
gently on capital requirements needs little explanation. £10,000 
profit on £50,000 capital is a 20 per cent return, but if the 
capital actually required is only £40,000, or, to put the matter 
in another way, if a competing firm was obtaining exactly the 
same results from a capital of £40,000, then the 20 per cent 
return becomes a 25 per cent return. The business which has a 
high capital turnover is at an advantage because it keeps its 
resources working at high speed. In other words, its capital 
produces more in a given period of time. 

The budget must provide on the one hand for disburse- 
ments of capital, and on the other for sources of capital. These 
two elements must balance in the same way as two sides of a 
ledger balance. 

Dr Ludwig in an address before the International Man- 
agement Institute at Geneva in 1930 laid down certain prin- 
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<3iples to be observed in budgeting for operating capital as 
follows — 

ways and means of releasing capital vary according 
to whether we are dealing with manufacturing, stocks, sales or 
outstanding debts. We think, however, that it is possible to lay 
down certain principles which apply to all sides of an under- 
taking and which ought to be observed as essential to scientific 
management. 

1. The responsible departments of the undertaking must 
be taught to reckon in terms of cajntal. The clerk in the supply 
specifications office, who orders materials from suppliers, must 
understand that he is controlling capital. The engineer in the 
works office who puts a new lot into process must realise that 
he is tying up fresh capital. The sales manager of a sales agency 
who sees his stock of a particular article mounting up must not 
forget that the capital requirements of the undertaking as 
a whole are rising accordingly. It is all a question of training. 
The idea must be introduced into the organisation, its signific- 
ance clearly instilled into each individual and its execution 
constantly insisted upon. 

2. The call on capital must be rendered visible. Operating 
capital accounts must be balanced daily and submitted to the 
financial director and the works and sales managements. The 
order cards of the works office must indicate not only quantities, 
but values. The trend of stock, the trend of materials in pro- 
cess, must be charted by figures and curves showing values. All 
those drawing on capital — ^works superintendents or sales man- 
agers, heads of departments in the factories and at branches — 
must be kept continuall}^ posted as to the extent of capital they 
are using. 

3. For manufacturing, selling and administration as a 
whole, and also for each separate department, maximum capital 
requirements Umits must be laid down. In other words, each 
department must be assigned its capital budget, a budget which 
may vary periodically with the activity of the department, but 
will remain fixed in scale on the basis of the considerations al- 
ready explained. Where only provisional estimates are in ques- 
tion, the ledgers will furnish sufficient data, but for the definite^ 
establishment of the budget, the computation of each item ol 
requirement will be necessary. The sum of the sectional bud- 
gets will constitute an operating capital budget for the under- 
taking as a whole. 

4. The call on capital from each individual departmeni 
must be supervised ; capital budget and actual capital require- 
ments must constantly be cheeked one against the other. This 
checking is the function of the finance department. The capital 
that has been 'jmssed hjf it will be made available to the depart- 
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inent in question either free of interest, or at a nominal rate 
of interest to be calculated in the undertaking. Any excess 
over the figure budgeted will be penalised with heavy interest 
charges and the result will be an increase in the expense of that 
particular department Such measures will be found effective, 
and will appear as an object lesson to the responsible parties/^ 

Even though there may be no desire to adopt the plan 
set forth by Dr Ludwig, the foregoing gives some excellent ideas 
on how the amount of capital required can be checked and con- 
trolled. There can be no doubt that particularly in certain 
organisations, if some care and attention were devoted to 
economies in capital, just as economies in expenses are rigidly 
followed through, very large savings would be made. Unfor- 
tunately, as in most things, there is a good deal of conflict in 
some of the measures w^hich can be adopted in the control of 
capital. Savings which can be made in one direction are found 
to conflict with savings in another. Where capital can be 
saved by carrying out a certain line of action, it is frequently 
found that this alteration would result in a loss of savings in 
another. Typical examples of cases where there is conflict are — 

1. Ca'pital economy as opposed to security. 

The use of capital may be conserved by decreasing stocks, 
but such a practice may also have the effect of increasing the 
risk of stoppages. If no reserve of stock is carried, production 
may be held up through failure of suppliers to forward further 
supplies. 

2. Capital economy as opposed ta savings. 

While it may be possible and under ordinary circumstances 
desirable to have only small stocks of certain materials on hand, 
l^rice concessions for quantities which the business could well 
absorb during a reasonable period, may be so attractive as to 
make the higher quantity the economical purchase. Similarly, 
because of proportionately large “ set-up costs, it may be 
economical to make a comparatively large number of a certain 
part, even though the manufacture of such a quantity is opposed 
to capital economy. 

S. Capital economy as opposed to service. 

It is possible to push economies so far that insufficient 
stocks are carried, and this may lead to delays in deliveries 
to customers. Decreases in stocks being carried may conserve 
operating capital, but may destroy customer service. 

4. Capital economy as opposed to manufacturing routine. 

In order to safeguard the routing of work and the efficient 
control of manufacture, capital economy may have to be sacri- 
ficed. Extra machines may have to be purchased in order to 
avoid dislocation, or extra stocks of an artiele may have to be 
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turned out so that the machine responsible can be turned to 
other work for a lengthy period. 

It will be recognised from the foregoing that the question 
of the operating capital budget can be an extremely complicated 
one, and, without in any way denying its value, most concerns 
will probably find that the wisest plan is to exercise partial con- 
trol. The foregoing will show what has to be done to make the 
control complete, but excellent results can also be obtained by 
watching certain important factors. In the case of the manu- 
facturing of machines each consisting of a large number of 
parts, for example, it 'would be necessary to work out the 
economic lot quantity in relation to each individual part, taking 
note of the setting-up times, savings that can be made, and re- 
sultant stocks, the most economical routing of work and use 
of machines, and the completion of each part and the machine 
as a whole, in minimum time and at minimum cost. Sales esti- 
mates, too, would play their part, and would have to be analysed 
with a view to ascertaining the trend of sales, the result of 
seasonal inclination, the length of credit given on accounts, the 
state of credit, and the possibilities of ultimate bad debts. 

The exact procedure to be adopted is therefore a matter for 
individual judgment. That savings can almost invariably be 
made can be taken for granted, as can also the fact that in many 
cases the savings may be considerable. At the same time, in 
some cases it may be advisable to restrict the budget to cover 
certain important parts, without making a complete budget. 
Where there is a shortage of capital, a budget of this kind 
very often offers an effectual remedy. Where there is, or has 
been, an extravagant use of capital, the preparation of a budget 
may provide the necessary solution. 

It will frequently be found that much of the data required 
for the completion of this budget will have already been ob- 
tained in the preparation of the other budgets. It may there- 
fore be possible to complete the capital control figures, either 
completely or to cover the main essentials, with practically no 
extra work. 

This matter of the control of capital is one which has 
received little of the attention and study that it has deserved. 
Capital must earn its interest, and the extravagant use of 
capital places an extra burden on that portion which is 
really the essential amount in the earning of profits. The 
example giren at the beginning of this chapter, showing 
the difference between the 20 per cent return and the 25 per 
cent, is a case in point. Either capital can be saved, or, alterna- 
tively, the necessity for borrowing money either permanently 
or to tide over a particular season, may be avoided or mini- 
mised. 
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The relationship existing between the Operating Capital 
Budget and the Financial Budget can now be more easily- 
gauged. 

THE PROFIT AND LOSS ACCOUNT AND BALANCE 

SHEET 

Completion of Final Estimates. 

When the budgetary procedure outlined in the foregoing 
pages has been carried out, it becomes possible to prepare an 
estimated profit and loss account and estimated balance sheet 
which will show the position as it would appear at the end of 
the budget period if the whole of the transactions budgeted 
were realised in total. Previous experience, of course, makes it 
possible to have some idea of whether the results of the proposed 
selling and manufacturing programmes would yield satisfac- 
tory results, but only by the preparation of an estimated profit 
and loss account and balance sheet can the situation be analysed 
to a satisfactory degree. It has been the custom in the past for 
many businesses practising budgetary control not to complete 
these final statements, while some concerns complete an esti- 
mated profit and loss account, but do not prepare an estimated 
balance sheet. Where the figures are available and the method 
of preparation allows them to do so, some enterprises prepare 
forecasts of gross profits for each product, main product or 
group of products, as it is generally considered that the highest 
degree of control can then be exercised. Operating profits are 
also given in similar detail, an analysis of marketing and ad- 
ministrative expenses making this possible. 

The various methods used may therefore be divided into — 

1. Unbalanced forecast methods. 

2. Balanced forecast methods. 

Both of these, of course, aim at arriving at the estimated profit 
or loss for the period, but only in the second case are the figures 
taken through to their logical conclusion, the estimated balance 
sheet. The estimated profit and loss statement is usually in the 
ordinary form, the information coming from the various bud- 
gets which have been prepared. Thus estimated figures cover- 
ing net sales, inventories, purchases, labour and expenses would 
be entered. Sometimes the estimated cost of sales would be pre- 
pared in the standard form, whilst at others it would be com- 
puted by multiplying quantities sold by standard costs per 
unit, or the average of standard costs per group of units. Some- 
times both methods are used, the one checking the other, and 
one being treated as the ordinary profit and loss account. 
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Occasionally, where a company is dealing in an exceedingly 
large number and variety of products, an estimated profit and 
loss account is prepared by using a pre-arranged percentage 
of net sales. Where this is done no attempt is made to esti- 
mate balance sheet figures, or asset and liability ratios. This 
would probably only be used in cases where no serious attempt 
to prepare the various budgets has been made. Where balanced 
forecasts of a profit and loss account are required, a start is 
made with the balanced budgetary statement of the company’s 
financial position and then through debits and credits the bud- 
geted forecasts for the period are examined, and the resultant 
balances obtained in ordinary bookkeeping style. In this way 
the assets can be traced through to a properly prepared balance 
sheet. 

Advantages of Completing Estimates. 

The following are the advantages to be secured by prepar- 
ing a profit and loss forecast — 

1. This, together with the estimated balance sheet, 
represents the logical conclusion of the budget sys- 
tem and presents in effective form the results which 
can be anticipated from the budgetary programme. 

2. It makes possible analyses of results which affect 
the business as a whole and allows judgment to be 
passed upon the effects of budgetary policy. 

3. It gives a combination of budget figures readily 
understandable by the management, and valuable 
as a management tool. 

4. It is the prelude to the preparation of the balance 
sheet which makes possible balanced asset and lia- 
bility forecasts. 

Relationship with the Balance Sheet. 

The estimated profit and loss account and the estimated 
balance sheet are largely supplementary, even though the latter 
cannot be prepared without the former. The profit and loss 
account, of course, sets forth the results for the period in terms 
of gam or loss on transactions and the balance sheet shows the 
effect which operations during the period have had upon the 
assets and liabilities of the business. The one is concerned with 
jhe effect upon revenue, upon income and expense, and the 
other with assets and liabilities, particularly ownership. 

Procedure to be Adopted. 

The procedure necessary to complete the estimated profit 
and loss account is as follows — 

L 
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1. The Cost of Sales Statement. 

(a) Opening inventory. — This figure would be ob- 
tained from the materials budget 

(b) Purchases would be taken from the purchases 
budget. 

(e) Direct and indirect labour would be shown in the 
labour budget. 

(d) Manufacturing expense. — This would be obtained 
from the manufacturing expense budget and the 
repairs and maintenance budget. Purchases and 
stores expenses may be obtained from the pur- 
chases expense and stores expense budgets, or they 
may have been included in the administrative ex- 
pense budget. 

(e) Closing stocks would be calculated from the 
materials budget both in relation to raw materials 
and finished goods — • 

1. Raw materials closing inventories. These could 
be calculated by adding to the opening inven- 
tory the goods to be purchased during the 
period and deducting the amount to be used in 
production. 

2. Goods in process closing stocks. Here the open- 
ing inventory could be taken and added to it 
would be the amount of materials and sup- 
plies ^0 be used 'in production, plus the esti- 
mated amount of direct labour and manufac- 
turing expense, less the estimated cost of 
production to be finished during the period. 
(The latter is obtained by multiplying by unit 
costs the estimated quantities which the pro- 
duction schedule shows will be finished over 
the period.) 

3. Finished goods closing stocks. This could be 
obtained by adding to the opening inventory 
the estimated cost of the products finished 
during the period, less the estimated cost of 
sales, this latter being the amount of sales in 
units multiplied by unit costs. 

2. The Profit and Loss Statement. 

(a) Sales. This figure would be obtained from the 
sales budget, returns and allowances being esti- 
mated in accordance with percentages on sales 
shown in previous years. 

(b) Marketing expenses. These would be obtained 
from the selling expense, advertising and shipping 
and packing budgets. 
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(c) Administrative and general expense would be 
available from the administrative expense budget. 

(d) Other income would be calculated by reference to 
the hnaneial budget. 

It is generally advisable to prepare proper accounts to 
record in total the various items affecting the profit and loss 
account and balance sheet. Thus, budgeted sales would be 
debited to Sundry Debtors and credited to Sales. Purchases 
would be debited to Materials Account and credited to Sundry 
Creditors. Direct Labour would be debited to Labour in Process 
and credited to Wages due. The various items affecting cash 
would also find their way into these accounts, e.g. cash receipts 
from book debts would be debited to Bank Account and credited 
to Sundry Debtors. Receipts of dividends, rents, etc. would be 
debited to Bank Account and credited to Other Income Account. 
This would mean that both the estimated profit and loss account 
and the estimated balance sheet could be prepared in accordance 
with usual accounting procedure. (See Figures 38, 39 and 40.) 

Advantages of Preparing a Balance Sheet. 

Many organisations which are enthusiastic supporters of 
budgeting do not prepare a balance sheet. The reasons against 
its preparation are generally given as being — 

1 . Its utility is confined to exercising some check upon 
the accuracy of the other budget forecasts and to 
indicating probable balance sheet ratios. 

2. Where the budget forecasts represent rough fore- 
casts subject to revisions, the forecasted balance 
sheet is of no practical value. 

Those organisations in favour of preparation give as rea- 
sons in favour, practically the opposite of the foregoing — 

1 . It can be used ^as a basis for cheeking the accuracy 
of the various other budget forecasts. 

2. It enables an examination of various balance sheet 
ratios to be made, and gives an opportunity to cor- 
rect any adverse trends. 

3. It helps to determine (together with the financial 
budget) what loans are likely to be needed and for 
what length of time. 

It should be remembered that the financial history of a 
business is set forth in successive balance sheets and much may 
be learned from a statement showing the expected position at 
the end of the budgetary period. In any balance sheet there is 
always room for a difference of opinion as to assets and lia- 
bilities. The question of depreciation, depletion and obso- 
lescence are generally the subjects of estimates only. Some- 
times the application of conservative accounting principles 
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Figure No. 39. 

ESTIMATED P. & L. A/c. For Period Ending 



Estimated for Period 

Last Period 


Amount 

% on Sales 

Amount 

% on Sales 

To Selling Exs. 

Salesmen’s Sals 

£ 

2,500 

1-25% 

£ 

2,500 

1-32% 

„ Trav. Expenses . . 

1,850 

•92 

1,950 

1-02 

Freights and Cartages . . 

4,420 

2-21 


2*29 

Advertising 

2,500 

1-25 


1-32 

Commissions 

1,250 

•63 


•74 

Total Selling Expenses 

12,520 

e-26% 

12,700 

6-69% 

To Admin, and Gen. Expenses 





Salaries 

8,300 

4-15 

8,700 

4-58 

Telephones 

125 

•06 

130 

•07 

Postages and Telegrams 

80 

•04 

75 

•04 

Bad Debts 

450 

•23 

500 

•26 

Audit Fees . . 

80 

•04 

80 

•04 

Office Expenses 

120 

•06 

130 

•07 

Printing and Stationery 

60 

•03 

80 

•04 

Other General Expenses . . 

240 

•12 

300 

•16 

Total Admin, and Gen. Expenses 

9,455 

4-73% 

9,995 

5-26% 

Total Expenses 

21,975 

10-99% 

22,695 

11*95% 

Gross Profit 

42,450 

21-23% 

43,100 

22-69% 

Net Profit 

20,475 

10*24% 

20,405 

10-74% 





ESTIMATED BALANCE SHEET. 
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would mean considerable differences in asset values. The fact 
that there will always be some margin of error in the estimated 
balance sheet therefore is not a very serious argument against 
its preparation. 

In connection with the second factor against the prepara- 
tion of the balance sheet, the example of the company whose 
business depends upon weather and crops is frequently given. 
It is stated that under some conditions an attempt to forecast 
the profit and loss account and balance sheet for a year in 
advance is a waste of time and likely to be more misleading than 
otherwise. In such cases, however, there are still two altern- 
atives available — 

1. To begin the year with tentative operating budgets, 
making no attempt to forecast the final statements 
until later in the year, when it is felt that the 
previously unknown factors are beginning to take 
shape. 

2. To prepare all the necessary budgets, together with 
the profit and loss account and balance sheet, but 
covering a short period, such as, for example, three 
months. 

Mention was made when dealing with the profit and loss 
account of the method to be adopted in preparing the balance 
sheet, and there is no necessity for further examination of the 
individual items of a balance sheet. 

Analysis of Final Statements. 

When the final statements are prepared it is possible to 
conduct a critical survey of the whole of the proposed opera- 
tions for the coming year. The first item to demand attention 
will naturally be the net profit shown, and a decision can be 
made as to whether this is a satisfactory figure. Ordinarily, of 
course, the profit should be sufficient to pay the necessary divi- 
dend and to provide some contribution towards reserves. It 
would not be possible to stipulate the amount of the dividend 
hecanse each business within each industry must decide this 
for itself. In certain cases a 15 per cent dividend would be 
considered almost unsatisfactory, whilst in others a 4 per cent 
dividend might be termed a particularly good one. Naturally, 
in the consideration of the profit which is being realised, past 
results would have to be taken into account,' because under or- 
dinary circumstances some increase of net, profit could 
be reasonably expected. Furthermore, if the trend of the net 
profits over a period has shown an approximate increase each 
year, it is only fair to expect the coming year at least to show 
the same increase. 
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The Importance of Ratios. 

Even though the profit position is satisfactory, however, 
it is possible that the balance sheet figures may not be so. While 
the position can often be reasonably well gauged by an ordin- 
ary examination of what is shown, the only scientific manner of 
analysing and dissecting is through the use of ratios. There 
have been compiled long lists of these pertaining to the various 
functions of each business. They are not confined to the balance 
sheet, and where complete budgetary figures are available it is 
advisable to examine such in the light of the results which a 
ratio examination discloses. The following ratios are probably 
the most important — 


RATIOS 

In the following ratios the terms used may be defined as 
under — 


Current Asset h 
C urrent Liabilities 


Workinq Capital 


All assets covered by realisation within 
one year. 

All payments due within one year, in- 
cluding current payments on long 
dated loans. 

The difference between current assets 
and current liabilities. 


Operating Assets 

Fixed Assets 


Plant Assets 
Net Profit 

Tangible Net Worth 
Collection Period 


Total of all assets except those not used 
in operating (e.g. securities, unused 
plant). 

Land, plant and machinery, permanent 
securities — also intangible assets, such 
as goodwill. This latter would be 
omitted in ratios developed on a tan- 
gible asset basis. 

Total of book values of land, buildings, 
machinery, etc., less reserves. 

Profit after deduction of taxation due. 

Excess of assets over liabilities, less good- 
will, etc. 

Number of average days' sales repre- 
sented by Sundry Debtors and Bills 
Receivable. 


The following are the most important ratios — 


Current Assets to Current Liabilities. 

No fixed safe limits can be given, as each business must be 
treated separately- It is a measure of the margin of safety avail- 
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able to creditors, but it is not a complete measure. An increase 
shows a greater proportional margin of assets available for 
payment of creditors, but it may be due to a change in both 
assets and liabilities without any change in net working capital 
It may therefore at times be necessary to consider the follow’- 
ing additional ratios — 

Cash and Sundry Debtors to Current Liabilities. 

Stock to Current Liabilities. 

"Working Capital to Stocks on Hand. 

Working Capital to Total Assets. 

Sundry Debtors (including Bills Receivable) to Stocks. 

This ratio is designed to show^ the conversion of stocks into 
sales, and it may be an important factor in the Current As- 
sets/Current Liabilities ratio. The conversion adds the amount 
of the profit on the sale to the assets vdthout any corresponding 
increase in liabilities. 

The ratio would be increased by — 

1 . A more effective sales policy. 

2. Sales on long credit to stabilise production. 

3. Forcing sales or slowing dowui production just be- 
fore stocktaking. 

4. More effective routing, thus reducing stocks. 

The ratio would be decreased by — 

1. Better collections. 

2. Manufacturing for stock in dull periods. 

3. Larger purchasing on account of rising prices. 

Net Sales to Average Monthly Stocks. 

This measures merchandising effectiveness. An increase 
shows better merchandising policy and as a rule is an advantage 
tending towards minimising surplus or obsolete stocks. 

Other ratios -valuable in this connection are — 

Raw Materials Used to Raw Material Stocks. 

Finished Goods to Goods in Process. 

Cost of Goods Sold to Finished Goods. 

Net Sales to Sundry Debtors (including Bills Receivable), 

This measures the effectiveness of the collection policy, 
though it does not disclose the existence of doubtful debts. An 
increase shov’s better collections and helps towards obviating 
bad debts. The collection period ratio is frequently used in 
this connection — the number of days’ sales represented by Sun- 
dry Debtors. 
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Net Sales to Operating Assets. 

This is a measure of the sales productivity of the money 
invested and an increase shows a greater turnover on the assets 
used. Sometimes an asset such as goodwill is eliminated from 
the total of the operating assets. 

Net Sales to Operating Plant Assets. 

This shov7S the sales productivity of the amount expended 
upon plant, etc, and an increase is always desirable as showing 
a greater turnover from the plant. This increase can come either 
from increasing sales or reducing plant without a correspond- 
ing reduction in sales. 

Net Sales to Plant Expense. 

This is useful as a cheek upon the fixed charges in relation 
to operations at other than normal capacity. 

Net Sales to Working Capital. 

A measure of the sales productivity of the amount of work- 
ing capital in the business. An increase is desirable and shows 
greater turnover on the working capital, but a very high rate 
may show over-trading. If the rate is too low the working 
capital is not being sufficiently used. 

Net Sales to Net Worth. 

This gives the sales activity of the total funds in the busi- 
ness. If the ratio is too high, the company may be over-expand- 
ing or striving for volume, irrespective of profit. Net profit to 
net sales and net profit to net Avorth should also be considered 
in this connection. 

Operating Profit to Net Sales. 

This measures operating efficiency and economy. It is of 
greater value than Net Profit to Net Sales, because it limits 
consideration to operating transactions. An increase shows 
either increased sales income or reduced cost of sales, or reduced 
selling and administrative expenses. The improvement may be 
the result of selling at .higher prices, increasing sales more than 
selling costs, concentrating upon more profitable lines or re- 
duction of expenses. 

Operating Profit to Operating Assets. 

This sets forth the earning power of money invested in 
operating assets and an increase is desirable as representing a 
greater return This increase would generally be the result of 
improvements in purchasing, manufacturing or selling. 



ADMINISTRATIVE AND CASH BUDGETS 155 
Net Profit to Net Sales. 

This measures efficiency and economy, and should be ex- 
amined in conjunction with Operating Profit to Net Sales. The 
same factors which affect that ratio would affect this^ but in 
addition any increase or decrease in non-operating profits would 
also affect this particular ratio. 

Net Profit to Net Worth. 

This shows the earning power of funds invested in the 
business. An improvement can be expected only through im- 
provements in economy or efficiency covering purchases, manu- 
facturing or selling, or in methods of financing or investment. 

Net Profit to Preferred Share Capital. 

This shows the strength or weakness of the position as far 
as the payment of present and the possibilities of future ^divi- 
dends to the preference shareholder are concerned. An increase 
would mean a strengthening of the position of shareholders 
generally. 

Net Profit to Ordinary Share Capital. 

Generally the most usual method of comparison, this im- 
plies deduction of the preference dividend due from the total 
net profit and relating the remainder to ordinary share capital, 
this then showing the total return on such. 

Net Retained Profit to Net Profit. 

This sets forth the proportion of profit left in the business 
in order to build up reserves or to write off intangible assets. 

Net Worth to Total Liabilities. 

The relationship between the capital invested and the 
money owing to creditors is derived from this ratio. An in- 
crease is desirable, and will facilitate any necessary easing of 
debt pressure. Such increase would usually be the outcome of 
investment of additional capital, net profits retained in the 
business or the reduction oi current liabilities. 

Net Worth to Fixed Assets. 

This gives the proportion of shareholders’ funds invested 
in fixed assets, and an increase is desirable, as it generally 
represents more money available for payments to creditors if 
desired. Improvement can be effected by the sale of fixed as- 
sets, increase of shareholders’ funds, and the cessation of capital 
expenditure. 
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111 order to obtain tlie maximum benefit from these ratios 
it is advisable to prepare columnar lists setting forth the results 
of previous years’ transactions. An examination of these figures 
will then show the trends in the case of each particular ratio, 
and by a comparison of past figures and trends relating thereto 
it will be easy to judge the results which it is estimated that the 
budgetary period will show. Discrepancies or variations should 
be given special attention, so that where necessary, alterations 
can be made and remedial action taken. Where it is possible 
to do so, it is always helpful to compare the figures of the con- 
cern with those of the industry in general, particularly in rela- 
tion to trends. 

Thorough Analyses Essential. 

It has already been pointed out that the fact that the profit 
as shown is satisfactory does not necessarily mean that the 
whole of the transactions for the period can be regarded in the 
same way. It is possible that though the amount of estimated 
profit is acceptable, operations will result in a balance sheet 
position showing decidedly unhealthy signs. For example, w>'hen 
the compilation of the sales budget was being considered a 
strenuous effort may have been made to increase sales, and to do 
this the selling policy may have been altered to include long- 
term transactions. This may have resulted in a large increase 
of book debts and the consequence may be a serious shortage 
of cash. This position wmuld have been set forth by the financial 
or cash budget, but the reason for it becomes most apparent 
only in the balance sheet itself. Similarly, extra expenditures 
upon plant and equipment may throw the Current Asset/Current 
Liability ratio out of balance. Only by an analysis of these 
various factors will a true perspective of the whole position be 
obtained. 

Responsibility for the Work. 

Generally the preliminary work in relation to these analyses 
is carried out by the budget officer, who presents his report 
to the budget committee. This committee then holds as many 
meetings as are necessary to examine in detail the budgets which 
have been prepared, and the final results as calculated there- 
from. The departmental executives are consulted and ques- 
tioned from time to time, where the examination of the figures 
warrants this course. Where necessary the budgets would be re- 
ferred back to these officers for amendment. If the final figures 
show" a very disappointing profit, it may be necessary to review 
the w"hole position from beginning to end, and revised estimates 
may be necessary in the ease of every budget. Consideration 
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would also be given by the budget committee to ways and means 
whereby the profit could be increased, and broad outlines of 
changes of policy would either be decided upon or recommended 
for decision to the board of directors, the working out of the 
details generally being left to the departmental executives. 

Revision of the Budgets. 

As an example, it may be assumed that the profit for a par- 
ticular business was too small for the payment of an ordinary 
dividend and the budget committee or board of directors deter- 
mined that the figure shown w^as less than could reasonably be 
expected and therefore it must be increased. Consideration of 
the subject may lead to the conclusion that the secret of raising 
the profit figure lies more in the region of increased sales than 
in decreased expenses, and concentration may therefore be de- 
voted towards increasing sales. It may be decided at the outset 
that a larger advertising appropriation is essential, and that 
this move must be supplemented by the employment of extra 
salesmen. The sales manager, having received these instructions, 
would prepare a new sales budget or possibly a supplement to 
the sales budget already prepared, showing the results estimated 
in consequence of these changes. This alteration in the sales 
budget would have its effect upon the whole of the other bud- 
gets, and the production manager would make a revision of the 
whole of his plans to cater for the production of the extra 
products to be sold. Similarly, materials control would be al- 
tered, the labour budget amended, purchase estimates increased, 
and manufacturing expenses prepared in accordance with the 
new production schedule. It is possible that office and admin- 
istrative expenses would be little affected, but the cash position 
would definitely have to be entirely re-cast in the light of the 
altered circumstances. The new estimated profit and loss account 
and balance sheet as then prepared would come before the 
budget committee, having passed through the hands of the bud- 
get officer, and again revisionary measures may be taken by that 
committee. Any further changes that may be necessary would 
be made and finally a revised budget could be set before the 
committee for its final approval. Where desirable this completed 
budget is placed before the board of directors and their sanction 
is obtained. In certain organisations it is Ihe practice for the 
budget to be sent direct by the budget officer to the board of 
directors, who carry out the functions which have been described 
as those usually adopted by the budget committee. Very often, 
when the managing director is chairman of the budget commit- 
tee, this latter approves of the completed budget, and it then 
becomes the policy of the concern. 
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CoBtroi 

Attention lias now been given to the preparation of com- 
plete budgets. These would be prepared and completed, if at 
all possible, before the commencement of the period covered by 
the budget, or as soon afterwards as is found practicable. Once 
the period begins, constant attention should be given to actual 
results to make sure that the business is being kept as closely 
as possible to the budget figures. The actual methods of control 
are considered in the next chapter. 



Chapter Vi 


BUDGETARY CONTROL 


What is control — methods of measuring expenses — aids to control 
—■control over sales and marketing expenses — analyses of varia- 
tions — sales results analyses — ^marketing expense — selling expenses 
— stock and production relationships — ^up to date records — selling 
expense analysis — advertising expense — shipping and transporta- 
tion expenses — production control — ^materials control — purchases 
control — ^labour budget — plant and equipment control — ^monthly 
authorisation of expenditure — essential projects not included in 
budget — ^manufacturing expense control — ^administrative expenses 
control — cash budget control — ^method of comparison — receipts — 
disbursements — effects of rising turnovers — necessary budget 
amendments — conclusion. 

What is Control? 

When used in connection with budgeting, control can be 
said to consist of three essentials — 

1. The definition of the objective. 

2. The measurement of progress made. 

3. The readjustment process, necessitated by the re- 
sults of such measurement. 

Actually the first of these essentials is provided by the budget 
itself, which is the objective and the standard with which actual 
results can be compared. The second factor represents the com- 
parison of the results actually achieved with those shown in the 
budget. Guiding posts reach their greatest value only when 
heeded, and budgets are of most help when notice is taken of 
what they portray and of the differences between that por- 
trayal and the actual results. To prepare a budget and then 
forget what it contains is to minimise the help and guidance it 
can give. Hence the second step — ^the valuable exercise of com- 
parison. As a result of analysis and comparison of results with 
anticipations, the third step becomes necessary — the provision 
of remedial action. The readjustment process may take various 
forms according to the particular circumstances, but as a gen- 
eral rule, the more promptly it is instituted the better for the 
business. 
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The definition of budgetary control given on page 3 has 
therefore to be interpreted in the light of the three essentials 
of control. 

It should be noted at the outset that profitability does not 
consist of the attainment of certain physical results, but in the 
relation between the values which are produced by those physical 
results and the expenses involved in achieving them. These two 
factors are complementary and, as an objective, the relationship 
betw’een them is more important than the absolute value of 
cither side. The performance of each quantity must therefore 
primarily be measured in its own appropriate terms and then 
brought to a common measure, so that the relationship between 
them can be gauged. That is to say that the activity of produc- 
tion must first be measured against a production programme in 
terms of kind, quantity, date, etc., and must be controlled so 
that the programme shall be achieved as nearly as possible. 
Similar] 3 ^ the selling activity must be measured against a pro- 
gramme in terms of kind, quantity, markets, prices, etc. On 
the other side, expenses mii.st be measured by costs. 

But to measure the ultimate results, both kinds of per- 
formance — physical and expense — ^mnst be brought to the same 
terms, and this can best be done by expressing them in 
monetary terms. The physical performance must be brought to 
terms of ^ ^values created” and set dowm side by side with the 
expenses involved. This enables progress towards the ultimate 
objective to be measured by seeing, in one and the same picture, 
three relationships, viz — 

1. The comparison between physical performance and 
its objective, both expressed in values. 

2. The comparison between expenses and their ob- 
jective, 

3. The comparison between the ‘S^alue-expense” re- 
lationship of performance and tlie ^Gmlue-expense” 
relationship of the objective. 

Budgetaxy control is a method of presenting such a picture 
and proceeds from the recognition of the real nature of the 
ultimate objectives of the activities of an undertaking. It is 
not, of course, a substitute for the ordinary means of planning 
and control of production and selling, but is an addition to 
these. 

It must be further realised that remedial action must he 
taken by someone duly authorised, or by some section of the 
organisation. It is therefore highly'' desirable that progress 
towards the objectives should be in such a form that the lessons 
learned are readily convertible into action by someone or some 
department. It must be remembered that the object of greatest 
importance is maintenance of the relationship between values 
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created and expenses involved, or rather the avoidance of this 
relationship becoming less favourable than budgeted. 

.This relationship ought to be capable of adjustment by 
action directed to either side — ^to raising the level of values 
created by improved physical performance, or to reducing the 
expenses. Taken over a long period this is, of course, feasible, 
but, in considering control of performance, it is often necessary 
to deal with short-date adjustments and generally the scope for 
short-date adjustment is by no means equal on the two sides. 
Generally the achievements of a specified physical production 
programme present no difficulty where there is an efficient 
planning department. If the production performance should 
fall short of programme, departments affected will have been 
aware of it before it has been converted into accounting values, 
and will already have taken whatever steps were possible to bring 
it into line. It is possible, therefore, that the credits for produc- 
tion performance will either be there substantially according to 
plan, or everything possible to improve them will already have 
been done by the planning department. Although, therefore, 
the phy^iiical performance is finally measured in terms of ‘^values 
created or credits, against a programme, the management is 
not thereby provided with any new information about it which 
is not obtainable more easily and at an earlier date from other 
sources, viz. — records of physical performance. It may there- 
fore be said that all that budgetary control does for the credit 
side of the picture is to furnish the management with a general 
overall cheek on the effectiveness of its planning and physical 
control method. 

It is very different, however, with the expense side. There 
are no such simple means for controlling expenses as there are 
for controlling the physical performance. Furthermore there 
are no simple means for controlling expense in relation to 
physical performance and this is the purpose wffiich budgetary 
control sets out to achieve. By showing this relationship, it 
furnishes the management with information which is not given 
from other sources but which gives it a new and additional in- 
strument of control. Budgetary control is therefore of par- 
ticular use in controlling expenses. 

While budgetarj^ control of performance begins by measur- 
ing the achievement on both sides of the “credit-expense'' 
equation against the respective programme figures, remedial 
action in connection with it is directed mainly to the expense 
side. Thus, the objective of budgetary control is the main- 
tenance of the programmed relationship between activity credits 
and expenses. By the time budgetary control can operate, those 
executives controlling performance have probably already done 

IM 
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tlieir best to bring such physical performance into line with the 
programme, and budgetary control cannot add much to the 
power of management in this respect. What it does do is to 
give the management a pow^erful instrument for correcting an 
unsatisfactory credit-expense ratio by attacking the expense 
side, and seeing that the physical performance side has not been 
neglected. 

Methods of Measuring Expenses. 

If, therefore, managerial action arising from budgetary con- 
trol is likely to be directed mainly to the expense side, it is 
worth while considering briefly the various ways which are 
available for measuring expense with a view to control. 

For purposes of measurement, expenses must be classified 
and grouped, and there are three main bases of primary 
classification, viz. — 

1. Accountancy classification— by class of expense — 
e.g. raw materials, wages, supplies, etc. 

2. Product classification — ^i.e. grouping and collecting 
expenses according to the class or item of product 
in respect of which they are incurred. 

3 . Organisation classification — i.e. according to the 
authority in the organisation responsible for in- 
curring them. 

The first method is generally used for the accounts. It is 
useful in ascertaining the profit on the whole undertaking at 
the end of the year, and is probably the simplest way of en- 
suring that all items of expense have been taken into account. 
It is, however, not nearly as valuable As a basis for the current 
control which management should exercise. 

The second method results in costs. It has che advantage 
that it provides the most direct comparison possible between the 
expenses and value pz'oduced, viz. between costs and prices. 
But as a basis for managerial control it suffers from the follow- 
ing defects — 

1. Whilst many kinds of expense are directly attri- 
butable to particular items of product, there are 
others that are not, and the attempt to allocate tiiem 
is apt to render eosi fluctuations over short periods 
very unreal guides to action. 

2. If the cost is unsatisfactory compared with the 
price, this information is not in a form that indi- 
cates conveniently what action should be taken. A 
separate investigation is generally needed in order 
to decide what should be done and who should 
do' it. 
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3 . Costs, from their very nature, are largely historical 
and lend themselves more readily to control after 
the event than during it. The force of this objec- 
tion varies, no doubt, with different businesses, and 
with different types of costs. Furthermore, it can 
often be overcome by various devices, but the 
objection must not be overlooked. 

The third method results in control accounts. It has the 
great advantage that the results provide a direct and definite 
guide to managerial action. It has the disadvantage, however, 
that no such simple comparison as that between costs and prices 
is available as a measure of the expenses, since it is just as 
difficult to allocate all activity credits to departments of the 
organisation as it is to allocate all expenses to items of product. 
In order to judge the expenses, classified by this method, 
recourse must be had, not to a direct comparison with the 
credits, but to a statement of what the expenses should have 
been, corresponding to the credits. Budgets prepared upon this 
basis ai'e termed ‘‘Functional Budgets.’^ 

Aids to Control. 

In the exercise of control, due recognition should be given 
to and use made of — 

1. The Value of Statistics. 

These should be presented in as simple, yet as clear and 
telling a manner as possible. Long columns of figures are hard 
to assimilate and essentials only should be set forth. Most 
executives are interested only in departures from the budget, 
and figures relating to these variations should be shown. Where 
budget figures are being realised, the executive knows that the 
business is going according to plan. 

2. Graphs and Chart's. 

The use of statistics’ can often be supported and set forth 
more strongly by the use of graphs. These can be used to 
emphasise relationships which the figures do not clearly disclose. 
Even a casual glance at a chart will often reveal much more 
than can be learned from a thorough examination of statistics. 

3. Cost and Operating Reports. 

These should be prepared in order to set forth departures 
from the budget estimates. With a specific purpose in mind and 
often for a specific executive, they are invaluable. They should 
be as simple as possible and yet arranged in such a way as to 
enable essentials to be grasped immediately. Comparisons with 
similar reports for previous periods should be possible, and 
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the reports should be promptly prepared. Their value is also 
greatly added to where they can be used to indicate suggested 
remedial steps. 

Control Over Sales and Marketing Expenses. 

In Chapter II consideration was given to the various methods 
by which sales are estimated and also to the preliminary formu- 
lation of standards which would facilitate various methods of 
control. It is now proposed to investigate more fully the use 
of such control to ensure that the sales budget figures are 
approached as nearly as possible, and, furthermore, to make 
sure that various selling and other marketing expenses are kept 
under control. 

At the outset it is necessary to notice that because market- 
ing expenses are kept in line with the budgeted figures, it is 
not to be assumed that the position is satisfactory. The reverse 
may be the case. When the budget was being prepared, the 
marketing expenses would for the most part be fixed in accord- 
ance with a certain selling programme, and if this programme 
is not achieved, the selling expenses, for example, may repre- 
sent altogether too large a proportion of the actual sales. Here- 
in lies the limitation of the fixed budget. If the sales actually 
ihade were exactly to coincide with the budgeted figures, the 
comparison of expenses 'would be simple, but the variations 
consequent upon differences in price and volume often confuse 
the issue to such an extent that an unfavourable result may 
appear to be a favourable one. 

It was this weakness of the fixed budgetary system in its 
dependence upon accurate forecasts of sales which led to the 
preparation of such other types of budgets as the Multiple, 
Variable and Flexible. These sought to make provision for 
differences in turnover, so that control was possible no matter 
what sales figures were actually achieved. There is no such 
safeguard with the fixed budget. The procedure is to make 
an analysis of the turnover and then to judge whether the 
various expenses are in accordance with what could normally 
be expected from the actual figures realised. Judgments of this 
kind may be somewhat haphazard and not always as accurate 
as desired but at least the analysis of the position Avould be 
beneficial and may be the means of adopting plans which will 
rectify the differences in the sales total. If sales dropped 
25 per cent, for example, and selling expenses were in accord- 
ance with the budget, this would probably be an unsatisfactory 
feature, but not necessarily?' so. Under certain exceptional cir- 
cumstances a full inquiry into the position may disclose that 
keeping the sales expenses within the budget may have been 
quite meritorious. 
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Similarly when the budgeted sales figures are exceeded, a 
judgment must be made as to whether the selling expense in- 
creases are in line with the sales increase and are what could 
normally be expected to occur. The differences between this 
method of treatment and that in the case of the flexible budget 
are outlined later, and this examination will show the limited 
opportunities for control which exist where marked fluctuations 
of turnover are to be found, with consequent differences between 
budgeted and actual figures. Nevertheless, one factor must be 
carefully borne in mind. An analysis of the reasons for dis- 
crepancies is essential, as once the cause is known an attempt 
can be made to overcome the difficulties and bring the business 
closer to the budgetary standards set down. 

Analyses of Variations. 

Control over sales and selling expenses really resolves itself 
into analyses of the following — 

1. Variations in the Volume of Sales, 

In the budget the mark at which to aim in respect to sales 
is set down as a fixed figure. This is the total which the organisa- 
tion considers desirable, knowing that certain results should 
follow if this amount can be reached and the various costs kept 
within the estimates. This total was prepared having due regard 
to the method and details making it up. Thus the total may have 
been divided into territories, or products, or in some other way. 
The comparison between results actually achieved and the bud- 
geted figures can be made at a glance, but analysis is necessary 
to discover why estimates have not been reached. Even where 
budgeted figures have been exceeded, analyses must be made, 
as certain products may have been greatly increased whilst 
others (and possibly the more profitable) have been reduced. 
Alternatively, certain territories might have greatly exceeded 
their quotas, while results in other districts are disappointing. 
These are simple cases of sales analyses, and in each instance 
the sales budget is taken as the standard against which the 
actual is measured. Once the real state of affairs is known, 
action can be taken to strengthen the w^eak links and to hold 
the stronger ones more securely. Investigation of the position 
may show^ that the estimates were awry and that there w^ould 
be little chance of realisation unless some radical course was 
adopted. Prompt comparisons, however, enable early remedies 
to be instituted, while an alteration of policy may be necessary 
to keep the budgetary standards within the realm of practical 
results, particularly where uncontrollable circumstances have 
arisen. 
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Where constant comparison is made between the budget 
figures and the actual results, it is possible to devote immediate 
attention to rectifying any detrimental tendencies. Possibly a 
sales campaign would be inaugurated to increase turnover and 
bring it back into line with the budget. 

2. Variations in Sales Prices, 

Palls or rises in volume may not be solely due to a failing 
off of turnover. Actual sales made may* perhaps exceed bud- 
geted estimates, but a fall in price may have had a severe effect. 
Some concerns leave their salesmen a wide margin in the matter 
of price, and it is possible that the main reason for not reaching 
budgeted figures lies in the fact that the actual average price 
realised was, say, £2/2/-, while the budgeted price was £2/4/-. 
It is also possible that soon after the budgetary estimates were 
completed (early in the actual year or at the close of the 
previous year), competition forced a radical reduction in price 
in one or a number of the larger selling lines. For example, 
the reduction from £2/4/- to £2/2/- may have been necessitated 
by such competition. Obviously, a reduction in price will have 
a totally different result on profits from a reduction of volume, 
and here is one of the greatest fields for sales analysis. It is 
quite possible that the reduction of 2/- may make a difference 
of £2,500 in turnover over a period, but the effect on profit 
would greatly differ from that which would result from an 
ordinary fall in turnover of similar amount, providing that the 
sales prices remained the same. Similarly, a rise in the price 
of an article is much better from the profit standpoint than an 
ordinary increase in turnover of a like amount. 

Increases in volume or output do not always pay. The 
vital factor v/ould be the amount of price sacrifice necessary 
to obtain the increase. Another point which should be borne 
in mind is that every line of product does not carry its propor- 
tionate share of overhead. This is not really a vital matter 
because the important factor is to obtain enough business of 
one kind or another to carry the total of all expenses. Products 
will seldom yield proportionate contributions to overhead but 
there are, of course, some products which yield so small a sum 
over production expenses that they may be better dropped. 

A fall in general selling prices can at times have disas- 
trous results, and it should be remembered that more sales are 
necessary in order to keep profits constant. Even where the 
volume of sales remains the same or approximately the same 
as was budgeted, the profits will be down. Thus selling prices 
must be watched even where the actual total sales are in 
accordance with the budgeted forecasts. 
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3. Variaiions in Yarieties of Products Sold. 

When analysed, it will be found that a total sales figure 
is generally made up of a number of products, each of which 
differs from the other in the exact amount of profit produced. 
Various products bring varying rates of profit, and the total 
sales figure is the result of a budgeted predetermined ratio 
between them. If the net profit actually to be expected from 
Product '‘A’’ is 11*2 per cent, that from 12*6 per cent, 
and that from 4-3 per cent, it is obvious that if 5,000 less 
of products *‘A’’ and ‘'B^' were sold and 5,000 more of product 
the actual volume of sales would not fluctuate if 
the sales prices were the same in each case. Yet it will be 
seen that such a state of affairs w’ould not only mean a probable 
serious loss in resultant profit figures, but would also indicate 
urgent changes being necessary in production and materials 
control. Here again, total actual sales would approximate total 
budgetary figures, but actual and budgeted profits would show 
wide discrepancies. 

While the foregoing factors may be evident, a detailed and 
thorough analysis is often necessary. The first step is to 
ascertain whether the budget is being achieved. Where there 
are differences, the next step — ^that of rectification — is brought 
into being. 

Where sales persistently fall short of the programme the 
cause of the failure must be found. Eectification may take 
the form of concentration upon the sale of certain products 
which have been moving slowly. Departure from the programme 
is an indication that something is not happening according to 
expectation and action should be instituted to remedy the 
situation as far as possible. 


Sales Results Analysis. 


Figures 41 and 42 show an analysis of salesmen's results 
in both units and prices. The budgetary figures, representing 
the expected sales, would have been calculated after a survey of 
the field to be covered and previous results. For example, 
assuming that the company markets four products — A @ 10/-, 
B @ 15/-, C @ 25/-, D @ 30/ — ^the average price of the four 
sales would be £1. Morrison may be expected to sell 2420 
units in all. Actually his budget may be — 


605 units of Product ‘‘A’^ @ 10/- 
605 „ „ „ @ 15/- 

605 „ „ „ @ 25/- 

605 „ „ „ ‘‘D^^ @ 30/- 
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Thus, the total would be 2420 units of all products at an average 
price of 20/“. Actually he sells 60 units short of his quota, but 
his average price, through selling more of the higher priced pro- 
ducts, is 20/6, and therefore an analysis of his sales shows that 
he lost £60/-/- in turnover total through selling 60 units less 
than his quota, but he made up £59/-/- in total by increasing 
his average price from 20/- to 20/6. The other results should 
be easily followed from this form. 

A similar state of aifairs could arise where only one article 
was being sold, its standard price being 20/-. The salesmen, 
however, may be allowed to cut this figure slightly if they were 
able to obtain large orders on that account. Similarly, they 
would have power to increase their price if they could make 
sales at a higher figure. 

The position disclosed in Figure No. 43 would be that Mor- 
rison was 60 units under his budget, but managed to get 
an extra 6d. on all sold. Burlinson kept to prices but failed 
by 100 units to reach his budget. A similar analysis could be 
made in relation to each of the salesmen. 

It is also possible to make product surveys in relation to 
each salesman, though naturally this is difficult where there is 
a large number of productSv In such a case the main products 
or groups of products would be taken for comparative pur- 
poses. An analysis of the various products is shown in connec- 
tion with Figure No. 43 and it will be seen that each saleman’s 
results can be checked up in relation to the selling results of 
each product. 

There is yet a further analysis to be made — ^possibly the 
most important — the profit relationships. These are set forth 
in detail and results that would require immediate investigation 
are shown clearly (Figure No. 44). 

These statements show what is necessary in order to analyse 
sales so that any remedial measures necessary can be introduced. 
Control 'would tal?:e the form of correcting any tendencies to- 
wards losing sales, selling too much of some particular product 
or groups of products, or concentrating upon lines which do 
not carry a large margin of profit. It may even be necessary to 
inaugurate a sales ^‘push,^^ and to spend an additional sum in 
advertising or to adopt other measures of increasing sales. 

Marketing Expense. 

There is a further instance of profits being affected even 
though the actual and budgeted sales exactly coincide. This 
would be in the case of marketing expense, increases here 
naturally decreasing final profits. There are really three ways 
in which increased marketing expenses could lessen profits — 
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1. Where actual and budgeted sales remain even, but 
marketing expenses increase. 

2. Where sales increase, but marketing expenses also 
increase and at a greater percentage. 

3. Where sales fall, but marketing expenses either do 
not fall or the decreases are at a lesser rate than 
the drop in sales volume. 

Selling Expenses. 

Undoubtedly one of the greatest aids in controlling selling 
expense is the adoption of various units as described previously. 
The various selling expenses are related to certain units, and by 
the use of tables an excellent check upon the whole of the activ- 
ities is possible. Every phase of the work can be covered, includ- 
ing cleihcal operations associated with sales. Immediate localisa- 
tion of differences becomes possible, and upon inquiry into the 
causes, rectifying action can be taken where necessary. The 
exact method to be adopted depends upon the circumstances 
causing the variations. The degree of ease or difficulty in ascer- 
taining wherein results are departing from budgeted standards 
depends not only upon the extent to which unit costs have been 
adopted, but also upon the amount of detail in the preparation 
of the budget. Where the budget also forecasted salesmen's 
results, analyses of these, together with the units, will bring the 
whole field of selling expenses into review. 

The unit system localises the variations, but a survey of 
salesmen’s results will show which members are causing the main 
trouble. These will not only set forth the amount of sales by 
each man and whether the actual total achieved is more or less 
than his budget figure, but will also show the amount of ex- 
penses incurred and the ratio which these bear to his sales. 
In . order to make the most effectual analyses product profits 
should be taken into account, for one salesman may realise his 
budget figure total, yet his results may be unsatisfactory, whilst 
another whose sales appear to be lagging, may actually be bring- 
ing in more net profit for the business than his budget figure 
would show. One of the best methods of analysing salesmen’s 
results is shown in Figure No. 44, and it v’ill be seen that this 
form can also be used for calculating commission based upon 
payment by results — ^the results which actually count — ^net 
profits on lines sold. 

In the past, considerable attention has been paid to the 
promotion of economies in manufacturing expenses and too 
little attention has been given to distribution costs. It is 
obvious that different products made by the factory would cost 
different amounts to manufacture. Yet it is often assumed, 
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because of indifference to the subjecL that all products cost the 
same to sell. This is quite wrong, for one article may require 
very much more selling than another. It is therefore necessary 
to realise how important it is to analyse the various products 
and their attendant distribution costs. Only by such analyses 
can true conclusions be drawn as to the relative profit worth — 
net profit worth — of different products. Business men every- 
where wull in the future be giving more and more attention to 
this important factor. Over the past few years, selling and ad~ 
ministration costs have mounted to higher and ever higher 
proportions and rigid attempts are now being made towards the 
extension of control methods to include marketing costs, as -well 
as production costs. 

In any such analysis, one of the surest ways of arriving at 
practical results is the adoption of the unit method to individual 
products. Each product (at least of any importance) is thus 
analysed as if it were the only product sold by the business. 
Analysis of manufacturing costs will have already shown the 
cost of manufacture, the next step being an examination of the 
necessary selling costs. This completes the costing process in- 
stead of leaving it half way. The actual net cost and net profit 
is thus shown. An operating statement would not be regarded 
as complete without a profit and loss account to supplement it. 
Similarly, the net profit for the product is becoming more and 
more essential and it will be found that increasing avenues of 
profit will open up through such surveys. An analysis of the 
actual net profit based on unit costs for selling and distribution 
costs can generally be prepared, and while the manufacturing 
costs may show definitely in favour of Product actually, 

when the selling costs are taken into account, Product may 
be a better profit-maker. Too much stress cannot be laid upon 
the possibilities that are now opening up for progressive or- 
ganisations through comprehensive studies in selling costs. (See 
Figure No. 45.) 

Attention should also be directed towards the question of 
sales discounts, as excess allowances can have a serious effect 
upon profits. Where salesmeiUs results are tabulated, excess 
allowances made by salesmen should be shown in the final net 
profit contributed by each salesman, a direct deduction from 
net profit being made wherever possible. 

Stock and Production Relationships. 

It was mentioned when dealing with the preparation of the 
sales budget that the utmost co-operation slxonld exist at all 
times between the sales and all other departments, but particu- 
larly the production department in its relationship to materials 
and labour. This latter should always be notified of any 
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special selling plans which are likely to affect production. 
A special campaign for the purpose of increasing sales and if 
possible bringing them back to budgeted standards may be 
decided upon, but such a campaign' could be spoiled by faulty 
deliveries. Where sales of a line have slackened off, a campaign 
may be instituted to attempt to reinstate the product, and even 
though quite good stocks are held the production department 
must be alert to the necessity for keeping pace with expected 
demand. 

Up to Date Records, 

Up to date records are one of the greatest aids to efficiency. 
Before adjustments can be made the position must be known. 
Continuous progressive results are necessary so. that corrective 
action can be taken promptly. Trends are particularly valuable 
as guides to action and falling turnover demands immediate 
attention. Too much care cannot be given to these records. It 
must, however, be recognised that records have no value in 
themselves except in relation to what they teach and the action 
that is made possible as a result of what they show. 

The whole idea behind the control of sales and selling ex- 
pense, therefore, is to achieve as close a result as possible to 
the budgeted figures. Where discrepancies occur they must be 
analysed, the causes sought, and remedial action taken to restore 
the balance. Where economic conditions preclude the possi- 
bility of actually reaching the budget, sales should be kept as 
high as possible, and attempts should be made to reduce selling 
expenses as far as can reasonably be done. Where the budget 
figures are exceeded action is taken to keep the selling expenses 
within certain increased limits, so that the whole of the extra 
profit from increased turnover would not be eaten up by extra 
selling expense. 

Selling Expense Analysis. 

When dealing with the preparation of the selling expense 
budget, attention was drawn to various factors which had to be 
taken into account and which later could be used in the com- 
parison of actual results with the budgeted standards. These 
would include — 

1. Selling Costs iy Products. 

An example of this analysis is shown in Figure No. 46. Such 
an examination is necessary because it may be found that where 
a company manufactures four products, it may derive 75 per 
cent of its sales from one product and yet the other three may 
take 75 per cent of the marketing expense. 
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Figure No. 46. 

SELLING COSTS BY PRODXJCTS, 


Product 

Sales Volume 

Sales Cost 

Budget-Ratio 
Cost to Sales 

Actual-Ratio 
Cost to Sales 


£ 

£ 

% 

% 

1 

110,000 

2,651 

2*35 

2*41 

2 

1,500 

130 

8*41 

8*67 

3 

15,000 

513 

3-51 

3*42 

4 

33,000 

1,855 

5*82 

5*62 

5 

3,400 

1,062 

30*41 

31*24 

6 

2,800 

1,904 

61*52 

68*00 


Figure No. 47. 

SELLING COSTS BY TERRITORIES. 


Districts 

% of Total 
of Gross 
Sales 
Yielded 

% of Total 
Direct Sales 
Expenses 

% of Total 
Customers 
in Territory 

Budget % 
Ratio of 
Exp. 
to Sales 
Territory 

Actual % 
Ratio of 
Exp. 
to Sales 
Territory 

“A” 

39*6 

24*6 

28*6 

1*00 

• 86 


23*8 

27*2 

31*2 

1*00 

• 87 

UQff 

17*9 

19*8 

18*4 

1*00 

1*08 

(ijy)i 

12*4 

12*9 

12*2 

1*00 

1*06 

<<E’’ 

3*2 

4*1 

4*1 

1*00 



3*1 

11*4 

I 

5*5 

o 

o 

2*07 


Figure No. 48. 

EXPENSES BY TERRITORIES. 


Districts 

Direct Selling Cost 
per £ of Sales 

Number of 
Salesmen 


3*134d. 

3 


•i- 2 i 6 a. 

2 


4.384d. 

2 


2.814d. 

2 


7* 163d. 

3 


ll*465d. 

3 
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2. Selling Costs by Territories, 

These are shown in Figures 47 and 48. This procedure will 
often facilitate more economical marketing programmes. For 
instance, in the example given, an analysis of the expenses in 
Districts ‘‘E’’ and may be called for. Possibly this would 
point to the advisability of taking a traveller off *‘F’’ territory 
and trying to develop ‘‘D^’ more strongly. 

3. Costs by Customer Classes, 

One of the most common causes of excessive marketing 
costs is the soliciting of business from customers whose' total 
value of purchases yields an insufficient margin to cover the 
costs of contacting with them. (See Figures 49 and 50.) 


Figure No. 49. 

CLASSIFICATION OF CUSTOMER CLASSES. 


Size of Group 
Annual Sales 

% of Total Nos. 
of Accounts 

% of Total Volume 
of Business 

% of Total Direct 
Selling: Exps. 

Over £5,000 

1% 

30% 

3*4% 

£3,500 to £5,000 

13% 

38% 

11-6% 

£2,000 to £3,500 

19% 1 

18% 

18-1% 

£1,000 to £2,000 

31% 1 

10% 

29*6% 

0 to £1,000 

36% 1 

4% 

37-3<% 


4. Average Profitableness of Orders Handled, 

This is also a very fruitful field for investigation and often 
considerable savings can be made by the institution of a cam- 
paign to increase the size of orders. (See Figure No. 51.) The 
high cost of the small order is often overlooked, but it can have 
a very serious effect upon marketing expenses. This is shown 
particularly by recent investigations into the relative expenses 
of two orders — one five times as large as the other. The following 
results were established — 

Office Chsts, 

* The cost of recording the small order was 88% of that of the large 
order. 

The cost of invoicing the small order was 82% of that of the large 
order. 

The cost of granting credit for the small order was 97% of that of 
the large order. 

The c«)st of collecting the account of the small order was 101% of 
that of the large order. 

Eandling Costs, 

The cost of packing the small order was 54% of that of the large 
order. 

The cost of trucking the small order was 52% of that of the large 
order. 

The cost of shipping the small order was 56% of that of the large 
order. 



Figure No. 50. 
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Balance of Accounts 

Sales 
per A/c. 

«« 

145 

329 

314 

373 

87 

74 

65 

£161 

Total Sales 


21,282 
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1021 

2328 

1069 

2565 

793 

1308 

1052 
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Assiinimg that the large order was £20, then the small order 
would be £4. Supposing that the cost in connection with the 
large order of each of the items mentioned was 2/6, then the 
olSee costs would total 10/- and the handling costs 7 /6. Prom 


the percentages 

just given, the 

costs of the small order would 

be — 




Office Costs. 


Handling Costs. 


Recording 

. . . . 2/2 

Packing 

.. 1/4 

Invoicing 

.. .. 2m 

Trucking 

. . 1/31 

Credit 

.. . . 2/5 

Shipping 

.. 1/5 

Collection 

. . . . 2/6 




9/li 


4/01 


Therefore the work on the small order would cost about 75 per 
cent of the work on the large order. The cost on the £20 order 
would be 17/6, which would be 4.375 per cent, whilst for five 
small orders — again totalling £20 — ^the cost would be £3/5/10, 
which would mean 16.45 per cent. 

5. Analysis of Salesmen's Expenses. 

Where there is no direct and constant check upon these 
expenses, the budget standards laid down are quite likely to be 
exceeded and results may be quite adversely affected through 
this cause. Figure No. 50 shows the type of form that can be 
used. In addition comparison of unit costs can be made, e.g. 
unit cost of sales made (compare budget and actual) and unit 
cost of selling expenses per £100 of sales. 

Advertising Expense. 

When dealing with the advertising budget (see Chapter 
III), a method was outlined whereby expenditures in relation to 
the various schemes of advertising activity could be pre- 
arranged, and it was pointed out that these tables would then 
operate as the basis for the period. The details set forth would 
govern all the advertising work. Frequent consultation of the 
plan is essential to keep to the necessary procedure. It is useless 
to prepare plans to forget all about them as soon as they are 
made. The various allocations of actual expense incurred can 
be traced and a cheek kept on any tendency to over-spend. The 
advertising budget shows the usual manner in which progressive 
details can be charted so that the unexpended portion of any 
particular appropriation is at once evident. (See Figure No, 52.) 
Arrangements can be made to vary the programme where the 
figures demand it. For example, it may be found that by the 
end of November radio has only £200 of its appropriation left. 
Therefore this amount represents the total which should not 
be exceeded, unless special circumstances demand it. This pro- 
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Figure N° 51 . 

Average Profitableness of Orders Handled. 



No of A/c3 


Handling Expense 


Volume. 
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cedure can be adopted in relation to monthly figures so as to 
keep the monthly expenditures in line with monthly appropria- 
tions. In dealing with the advertising budget the total annual 
appropriation was divided into monthly amounts, and it was 
pointed out that these would take into account any seasonal 
or special considerations, and therefore probably would not 
represent one-twelfth of the total. For example, in the case 
of toys additional advertising would be demanded prior to the 
Christmas season, while in the month of February it may be 
possible to dispense with advertising altogether. Summer and 
winter sports goods, clothes and fashion displays all illustrate 
this factor. 

It was also pointed out, however, that where thought ad- 
visable (and previous remarks made in relation to the increased 
research possibilities opening up in relation to economies to be 
derived from examinations of selling expenses give additional 
emphasis to this factor), advertising appropriations can be 
divided to show amounts applicable to individual products or 
lines of products. Figure No. 52 shows how control can be estab- 
lished in relation to such. Any over-expenditures become imme- 
diately noticeable, whilst the amount still available for adver- 
tising particular lines is progressively shown. 


Figure No. 52. 
ADVERTISING BUDGET. 



Total 

Budget 

Total 

Actual 

July 

Budget 

July 

Actual 

August 

Budget 

Newspaper Space 

538 

0 

0 


86 0 

0 

92 10 

0 

86 

0 

0 

Plus Under or 












Less over 
Spent .. 









6 

10 

0 

Revised Budget 









79 

10 

0 

Cxdn'ulatihje 





452 0 

0 

445 10 

0 

366 

0 

0 

Kadio 

336 

0 

0 


48 0 

0 

48 0 

0 

48 

0 

0 

Plus Under or 












Less over 
Spent . . 












Revised Budget 









48 

0 

0 

Cumulatwr 





288 0 

0 

1 

288 0 

0 

240 

0 

0 

Neon Signs 

135 

0 

0 


22 10 

0 

22 10 

0 

22 

10 

0 

Plus Under or 












Less over 
Spent . . ’ 












Revised Budget 












CwmuiaiiKoe 





112 10 

0 

112 10 

>> 

90 

0 

0 
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Total 

Budget 

Samples 

Plus Under or 
Less over 
Spent 
Revised Budget 
Cvmulati'ue 

136 10 0 

Catalogues 

Plus Under or 
Less over 
Spent 
Revised Budget 
Cumuiatwe 

38 0 0 

Novelties 

Plus Under or 
Le ss over 
Spent 
Revised Budget 
Cumuiatwe 

116 10 0 

Picture Slides 
Plus Under or 
Less over 
Spent 
Revised Budget 
Cumulative 

ISo 0 0 

Posters 

Plus Under or 
Le s s over 
Spent 
Revised Budget 
Cumulative 

51 10 0 

Trade Papers 

Plus Under or. 
Less over 
Spent 

Revised Budget 
Cumuiatwe 

10 3 0 

Sundries 

Plus Under or 
Less over 
Spent 

Revised Budget 
Cumulative 

10 to 0 

Total . . . 

£U537 3 0 


Total 

Actual 


July 

Budget 


8 0 0 


128 10 0 
38 0 0 


Nil 

Nil 


116 10 0 
35 0 0 


100 0 0 


51 10 0 
6 5 0 


33 18 0 
Nil 


10 10 0 


£243 15 0£295 11 0 


July 

Actual 


August 

Budget 


37 15 0 28 10 0 


98 15 0 
39 15 0 


1 15 0 
Nil 


116 10 0 
43 10 0 


91 10 0 
Nil 


51 10 0 
11 11 0 


28 12 U 
Nil 


10 10 0 


29 15 0 
Nil 

|98 15 0 

Nil 


1 15 0 


Nil 


116 10 0 
15 0 0 

8 10 0 

6 10 0 
85 0 0 

51 10 0 


Nil 

5 5 0 

5 6 0 

Nil 

28 12 0 
Nil 


10 10 0 


£256 15 0 


Amount Over or 

Under Spent (Over) £51 16 0 

CumMive £1,293 8 0 £1,241 12 0 £1,033 12 0 

Figures in heavy black type indicate budget greater than actual. 
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In few places more than in the case of the advertising 
appropriations does the budget give such a clear exposition of 
the aims and accomplishments desired. With care and attention 
given to its preparation it presents a chart which, except where 
extraordinary circumstances later come into operation, can act 
as a step by step approach to the desired end. It should give 
a carefully conceived plan of action to the advertising manager, 
enabling him to concentrate the whole of his attention and 
energies upon the best means of getting results from those spheres 
of advertising which are before him. He knows at a glance 
what advertising is left to him in relation to various advertising 
media and various products or groups of products, and he has 
always in his hands an element of valuable control. 

At times the budget will have to be altered, but this is not 
a difficult job, and new appropriations are inserted in place of 
the old. Various factors may contribute to such a necessity and 
this is a further proof of the need for co-ordination between the 
sales and advertising departments (e.g. where extra publicity 
on the part of competitors calls for an increased advertising 
appropriation). Wherever possible, alterations to the budget 
should be necessitated only by uncontrollable factors. 

Altogether the advertising budget, and the control of ad- 
vertising expenditure through such, is one of the easiest of con- 
trols, and yet one of the most effective. It ensures that care and 
attention given to the pi*eparation of the budget in the first 
instance and having as its aim the obtaining of maximum value 
and worth from each f spent in advertising, is carried to its 
logical conclusion and is translated into practical action. 

Shipping and Transportation Expenses. 

In the consideration of this expense, a unit system of control 
was again advocated, because by such method it is possible to 
relate actual results to units which in themselves are the most 
efficient form of cheek. It should be noted that a rise or fall 
in turnover does not necessarily tell the whole story in relation 
to a rise or fall in these expenses. Indeed a general rise or 
fall in turnover may be misleading when expenses of this type 
are compared on this basis. For example, it is quite possible 
for a rise in packing expense to be warranted even in the ease 
of a fall in actual turnover. These expenses do not always bear 
a fixed relationship to actual sales, but when branched together 
into groups of products more stable conditions may be obtained. 

Variations in these expenses and departures from budgetary 
estimates can quite easily be localised, firstly to an account — 
e.g, shipping expense, then to the causes of the variation. It is 
sometimes found that whereas one expense increases, another 
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shows a decrease. For example, freights may be increased whilst 
cartage, an account of similar type and closely related, has 
decreased. The reason for these dilEerenees may be that extra 
goods have been sent by boat or train instead of being carted 
by road. It may therefore be assumed that items which were 
shown as cartage in the budget are now really included in 
freights. Another explanation may be that, whereas provision 
was made when the budget ^vas prepared for a certain amount 
of cartage to convey goods to a wharf, an arrangement wdth the 
shipping company may mean that the steamer picks the goods 
up at a nearer point, saving quite a lot of cartage, though this 
is somewhat olfset by an extra freight charge. Again the 
increase in cartage may be a commendable case of economies 
made, whilst the increase in freights may have been due to a 
general rise. All sorts of explanations may be possible, and it is 
necessary to sift each one to discover the true cause. Then, 
having found the trouble, attention can be directed to its recti- 
fication. 

Production Control. 

The production policy of an enterprise must be based upon 
sales results. In the preparation of the production budget an 
attempt was made to show that any production policy must be 
made to harmonise with sales, and be based upon the require- 
ments in goods or services necessary to carry out the formu- 
lated sales programme. When actual conditions force some 
changes in the sales budget, these will naturally be reflected in 
the production policy. Every business manager knows the 
fundamental necessity of avoiding dislocation by fostering the 
closest co-ordination between these two portions of the business. 

Just as it is necessary, therefore, to check sales results and 
stocks continually so as to be able to ascertain just how far from 
the budget these have departed and so that remedial measures 
may be adopted without delay, so it is necessary to see that 
changes are portrayed in a changed production policy. At the 
same time,- examination should be made to see that the results 
of the productive policy have, until changes became necessary, 
been in accordance with the budgeted standards. There should 
always be such standards, even if from time to time one set is 
superseded by others. 

Up to date records, pointed out as being invaluable in sales 
control, are equally important in the productive field and they 
should be available with a minimum of delay. The efficiency 
of the enterprise may well depend upon the manner in which 
examination of results can be facilitated. Once the effect upon 
production is known, the results upon other budgets such as 
Purchases and Materials Budgets, as well as the Labour Budget, 
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Figure No. 53. 
PEODUCTION BUDGET. 

Cost per lb, of Production ond Sales. 


Particulars 

July 

Budget 

July 

Actual 

July 

Difference 

August 

Budget 

“GUINEA” 





Stock on h^nd at 1st 
month 

5/- -00000 

6A- 00000 


5/11-35992 

Production 

5/10-56000 

5/10*728 

-168 

5/11-02901 

Total 

5/11-35902 

5/11-448 

•08808 

5/11-21976 

Less Sales 

5/11-35992 

5/11-448 


5/11*21976 

Stock on hand at 
end month 

5/11-35992 

5/11-448 


5/13-21976 

LOYALTY^' 





Stock on hand at 1st 
month 

5/8-00000 

5/8-00000 


5/7-66500 

Production 

5/7*20000 

5/6-936 

-204 

5/7-70352 

Total 

5/7-66500 

5/7-548 

•117 

5/7-68000 

Less Sales 

5/7-66500 

5/7-548 


5/7-68000 

Stock on hand at 
end month 

5/7-66500 

5/7-548 


6/7-68000 

^ ‘ CROWN 





Stock on hand at 1st 
month 

6/9-00000 

6/9-00000 


6/7-72639 

Production 

6/5-784 

6/6-456 

•672 

6/6-15187 

Total 

6/7-72639 

6/8-016 

•28961 

6/7-08081 

Less Sales 

6/7-72639 

6/8-016 


6/7-08081 

Stock on hand at 
end month 

6/7-72639 

6/8-016 


6/7-08081 

NATIONAL 





Stock on hand at 1st 
month 

7/2 -00000 

7/2-00000 


7/1-05811 

Production 

7/- -00000 

7/--432 

-432 

7 A- 49857 

Total 

7/1-05811 

7/1-32 

-26189 

7/- -79307 

Less Sales 

7/1-05811 

7/1-32 


7A- 79307 

Stock on hand at 
end month 

7/1-05811 

7/1-32 


7/. -79307 


Figures in heavy black type indicate budget greater than actual. 
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can be ganged quite accurately. The effects on these various 
budgets may vary quite considerably. For example, in the case 
of the materials budget the differences may resolve themselves 
into a rearrangement of stock quantities. The first thing to be 
done would be to ascertain the effect of the new production 
programme upon stocks on hand and stocks likely to be re- 
quired. This may mean considerable 'work and may at times 
involve almost a complete recast of the budget where departures 
from budgetary estimates have been considerable. It would be 
necessary to see that the quantities of materials required are 
changed to meet the new conditions. It should be remembered 
that a change in policy, especially where dictated by more or 
less emergency conditions, may mean — 

1 . That the concern may be caught short of materials. 

2. That it may go on accumulating certain materials 
which may later on be difficult to use. 

3 . It may pile up capital in the form of surplus stocks, 
or it may have insufScient manufactured stocks to 
take care of sales orders received. 

An examination of the materials budget is a necessary prelim- 
inary to a survey of the purchase budget and the changes en- 
tailed there. (See Figure No. 53.) 

The productive programme must therefore be constantly 
checked to see — 

1 . That it is kept in line with the sales programme, in 
the same proportions and categories as existed in 
the budget relationships. 

2. That the co-ordination in routine and between de- 
partments and processes set forth in the budget pro- 
cedure is adhered to. 

3. That efficiency standards are being maintained. 

4. That the budgetary prograname in relation to 
analysis, scheduling, despatching and inspection is 
being adhered to. 

5. That the amount of products turned out is in ac- 
cordance with the budget estimates. 

6. That such items as idle time are investigated. 

Materials Control. 

In the preparation of the materials budget (see Chapter 
IV) it will be remembered that quantities of materials to be 
purchased and to remain on hand at the end of each month were 
calculated in order to arrive at the most efficient and economical 
procedure. The actual stocks on hand at the end of each month, 
the actual receivals, and the amount of each class of material 
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u^^ed would be examined and compared with the budget stan- 
dards. Where sales of one line are dragging, the stocks of 
finished goods would commence to accumulate and it would 
sometimes become necessary to draw the attention of the sales 
department to this factor. The following' matters must be 
checked in seeking for adequate materials control — 

1. The stock position must be compared periodically 
with budget figures. 

2. The maximum and minimum limits must be ex- 
amined to note actual adherence to those limits. 

3. The actual periodical material requirements should 
be compared with the budget. 

4. The question of whether orders have been exactly 
complied with in relation to quality and quantity 
should be examined. 

5. The receipt and issuing of all materials should be 
checked where large discrepancies between the 
actual and the budget are evident. 

6. Delays in delivery and stoppages of work through 
materials shortages should be analysed. 

The following main causes of materials cost variations should 
be inquired into — 

1. Any changes in purchasing policies or practices. 

2. Changes in market prices of raw materials, where 
considerable. 

3 . Changes in the design of product, machinery or tools. 

4. Changes in the methods of processing or fabricating. 

5 . Changes in quality or kind of materials used. 

6. Excess spoilage of materials during production. 

7. Shrinkage of inventories in raw materials, processed 
or finished parts. 

8. Damage during handling. 

9. Too rigid inspection. 

10. Errors. 

Some of these factors are considered in relation to 
purchasing. 

With careful attention the control of materials should not 
be difScult, providing that the budget was carefully worked out 
in the first place. 

Figures 54 and 55 show’' forms for materials control. 

Purchases ControL 

Alterations in the materials budget will cause changes in 
the purchase budget. Either increased or decreased purchases 
may be necessary and these must be controlled having due regard 
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PiGtJRE No. 54. 

MATERIALS BUDGET. 


Stochs of Manufactured Tobacco in Quantities. 


Particulars 

July 

Budget 

July 

Actual 

July 

Difference 

August 

Budget 

‘'GUINEA’^ 

Stock on hand at 1st 
month 

Plus Production 

10,350 

8,100 

10,350 

8,460 

360 

n,550 

8,900 

Total 

18,450 

18,*810 

360 

20,450 

Less Sales 

6,900 

7,269 

369 

7,700 

Stock on hand at 
end month 

11,550 lbs 

11,541 lbs 

Olbs. 

12,750 lbs 

‘‘LOYALTY^’ 

Stock on hand at 1st 
month 

Plus Production 

7,600 

5,400 

7,600 

5,700 

300 

7,900 

5,400 

Total 

13,000 

13,300 

300 

13,300 

Less Sales 

5,100 

5,168 

68 

5,300 

Stock on hand at 
end month 

7,900 lbs 

8,132 lbs 

232 lbs 

8,000 lbs 

''CROWN'' 

Stock on hand at 1st 
month 

Plus Production 

15,000 

10,300 

15,000 

10,505 

1 205 

15,300 

10,650 

Total 

25,300 

25,505 

205 

25,950 

Less Sales 

10,000 

10,905 

905 

10,200 

Stock on hand at 
end month 

15,300 lbs 

14,60011)^ 

700 lbs 

15,750 lbs 

"NATIONAL" 

Stock on hand at 1st 
month 

Plus Production 

.60,000 

52,500 

60,000 

50,612 

1,888 

64,500 

51,850 

Total 

112,500 

110,612 

1,888 

116,350 

Less Sales 

48,000 

45,092 

2,008 

51,600 

Stock on hand at 
end month 

64,500 lbs 

65,520 lbs 

1,020 lbs 

64,750 lbs 

TOTAL STOCKS 

Stock on hand at l«t 
month 

Plus Production 

92,950 

76,300 

92,950 

75,277 

1,023 

99,250 

76,800 

Total 

169,250 

168,227 

1,023 

176,050 

Less Sales 

70,000 

68,434 

1,566 

74,800 

Stock on hand at 
end month 

99,250 lbs 

99,793 lbs 

543 lbs 

101,250 lbs 


Figures in heavy black type indicate budget greater than actual. 
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Figure No. 55. 
MATEBIAX.S BUDGET. 


StocJcs of Manufactured Tobacco in Amounts, 


Particulars 

July 

Budget 

July 

Actual 

July 

Difference 

August 

Budget 

< ^GUINEA’' 
Stock on hand at 
1st mth. 
Plus Production 

3,105 0 0 

2,381 2 5 

3,105 0 0 

2,493 17 4 

112 14 11 

3,434 10 6 
2,633 19 10 

Total 

5,486 2 5 

5,598 17 4 

112 14 11 

6,068 10 4 

Less Sales 

2,051 11 11 

2,163 12 0 

112 0 1 

2,284 19 4 

Stock on hand at 
end of month. 

£3,434 10 6 

£3,435 5 4 

14 10 

£3,783 11 0 

LOYALTY 

Stock on hand at 
1st mth. 
Plus Production 

2,153 6 8 

1,511 17 1 

2,153 6 8 
1,589 6 8 

77 9 7 

2,227 6 1 

1,523 6 7 

Total 

3,665 3 9 

3,742 13 4 

77 9 7 

3,750 12 8 

Less Sales 

1,437 17 8 

1,454 6 0 

16 8 4 

1,494 12 0 

Stock on hand at 
end of month. 

£2,227 6 1 

£2,288 7 4 

£61 1 3 

£2,256 0 8 

' ^ CROWN 

Stock on hand at 
1st mth. 
Plus Production 

5,067 10 0 
3,337 19 11 

5,067 10 0 

3,434 4 6 

96 4 7 

5,083 11 3 
3,468 1 0 

Total 

8,405 9 11 

8,501 14 6 

96 4 7 

8,551 12 3 

Less Sales 

3,321 18 8 

3,635 4 0 

313 5 4 

3,361 18 8 

Stock on hand at 
end of month. 

£5,083 11 3 

£4,866 10 6 

£217 0 9 

£5,189 13 7 

''NATIONAL'^ 

Stock on hand at 
1st mth. 
Plus Production 

21,500 0 0 
118,374 12 9 

21,500 0 0 
17,811 8 3 

563 4 6 

22,861 9 6 

38,255 4 3 

Total 

39,874 12 9 

39,311 8 3 

563 4 6 

41,116 13 9 

Less Sales 

17,013 3 3 

16,028 18 0 

084 5 3 

18,234 16 2 

Stock on hand at 
end of month. 

'22,861 9 6 

1 

23,282 10 3 

421 0 9 

£22,881 17 7 

TOTAL STOCKS 

Stock on hand at 
1st mth. 
Plus Production 

31,825 16 8 
25,605 12 2 

31,825 16 8 
25,328 16 9 

276 15 5 

33,606 17 4 
25,880 11 8 

Total 

57,431 8 10 

57,154 13 5 

276 15 5 

59,487 9 0 

Less Sales 

23,824 11 6 

23,282 0 0 

542 11 6 

25,376 6 2 

Stock on hand at 
end of month. 

33,606 17 4 

33,872 13 5 

£265 16 1 

£34,111 2 10 


Figures in heavy black type indicate budget greater than actual. 
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to the position of existing contracts. In the ordinary control of 
operations, standards of efficiency for purchasing can be arrived 
at by comparing current purchasing cost of materials with stan- 
dard material purchase costs. This generally implies a system 
of standard costs, and the checks would be carried out auto- 
matically. Where any efficiency bases can be adopted these can 
be used to keep a check on the purchasing department and the 
results shown, and this check can be used both by the manage- 
ment and by the purchasing agent. Where it is possible to pre- 
pare a Proved Savings Account or a Loss and Error Account, 
the results of the department can be put into a concrete form. 
Generally, however, a statement in a form similar to that shewn 
in Figure No. 56 would be sufficient. Changes in prices of 
materials sufficiently serious to cause important cost alterations 
should be investigated. Analysis of the materials budget may 
show that the purchasing department is primarily responsible 
for departures from the budget. Sometimes it is necessary to 
include quality in inquiries as faults in quality may have an 
effect upon quantities of materials being used. Similarly, the 
purchase department, by their policy, may alter the financial 
budget. Instead of obtaining and working on 30 days’ terms, 
they may be paying spot cash. Quantities of materials purchased 
would, of course, need constant attention. (See Figure No. 56.) 

Before leaving this matter of materials and purchase con- 
trol, it will be well to examine an illustration showing the effect 
on surplus funds which could well come about through a dis- 
regard of the factors outlined. An organisation making £25,000 
per year may have a normal stock of £100,000. An increase in 
stoehs of 25 per cent would mean that no cash benefit would 
be felt from the profit during the year, and though this example 
may be a little exaggerated, it can be seen that ^ven proportionate 
increases could have a serious effect on actual cash resources, 
particularly where capital expenditure is being incurred. In 
addition to this, inventory turnover, the possibilities of obsoles- 
cence, and the fact that carrjdng stocks costs money, must be 
considered. It is significant that the most successful business 
concerns have been devoting increased attention to keeping mini- 
mum safe stocks and results have shown that action has been 
more than justified 

Labour Budget. 

The various methods by which this is prepared were out- 
lined in Chapter IV. It was pointed out that frequently the 
labour budget is confined to the various labour hours and the 
payroll budget deals with the question of wages payable. It is 
this latter figure which finds its way into the financial budget. 
Furthermore, repairs and maintenance are frequently treated 
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Figure No. 56 . 
PUECHASE BUDGET. 


July 

Budget Volume 

July 

Budget 

Amount 

July 

Actual 

Volume 

July 

Actual 

Amount 

August 

Budget 

Tobacco Leaf — 










22,500 lbs @ 

22,500 lbs @ 

22,500 lbs @ 










11,250 lbs @ 

11,250 lbs @ 










90,000 lbs @ 
Proportion Salaries, 

£7.911 0 

0 

87,596 lbs. 

£7,793 

65 

10 

10 

0 

£2,990 

0 

0 

etc. 

65 10 

0 


0 

10 

0 

0 


7,976 10 

0 


7,859 

0 

0 

3,000 

0 

0 

Tins, Labels, etc. (as 










per parties.) 
Proportion Salaries, 

1,180 0 

0 


1,180 

0 

0 

1,180 

0 

0 

etc. 

10 0 

0 


10 

0 

0 

10 

0 

0 


£1.190 0 

0 


1,190 

0 

0 

1,190 

0 

0 

Packages, Containers, 










etc. (a« per parties.) 
Proportion Salaries, 

238 0 

0 


207 

4 

7 

238 

0 

0 

etc. 

2 0 

0 


2 

0 

0 

2 

0 

0 


£240 0 

0 


209 

4 

7 

240 

0 

0 

Engredients (as per 










parties.) . . . . 

Proportion Salaries, 

950 18 

0 


676 

14 

8 

1041 

2 

9 

etc. 

6 16 

8 

1 

5 

16 

8 

5 

15 

6 


£956 14 

8 


682 

11 

4 

1,046 

18 

3 

Siimmarj-— 

i 









Purcliases 

10,279 18 

0 


9,857 

9 

3 

5,449 

2 

9 

Salaries 

83 6 

8 


83 

6 

8 

27 

15 

6 

Total 

£10,363 4 

8 


£9,940 

15 

11 

£5,476 

18 

3 
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separately, and in sneh cases the personnel of this department do 
not appear in the labour budget and their wages are not shown 
in the payroll budget. Whether these segregations take place 
or whether everything is included in the labour budget, the pur- 
pose is the same — ^to see that the figures estimated have been 
realised, or, where the production budget has been changed, that 
the conditions operating under the new schedule have been main- 
tained. Sometimes, of course, the actual productive labour and 
expense are calculated on a basis of a machine rate or labour 
hour rate or some other such method. An examination of actual 
results will show whether these estimates have been realised. 

In the first place the number of men actually employed 
can be cheeked with the number shown in the budget, week by 
week, or month by month, as the case may be. When extra men 
are employed, it is necessary, firstly, to inquire into the reason 
and, secondly, to see that the extra wages paid are compensated 
by increased results. Thus, extra men employed in the produc- 
tion department should normally result in extra production. 
More men in such departments as transportation and despatch 
should only have been warranted by extra work going through 
these channels. Where repairs and renewals are covered in the 
labour budget and more men are employed than was estimated 
in the budget, the amount of work put through by this depart- 
ment should show an increase over that originally arranged. 
Whether the labour budget deals with the actual wages payable 
or whether this is the province of the payroll budget, attention 
should also be directed towards cheeking the total wages paid 
with the amount budgeted. Where discrepancies are in evidence, 
these should be localised and traced to a particular department, 
and then an examination should be made to ascertain the reason 
for the increase. Often such increases will be perfectly legitimate 
and warranted by the additional work going through. At other 
times, increases may be unavoidable for other reasons. As an 
example the department controlling repairs may be again cited. 
Some very heavy repair work may have become urgently neces- 
sary and to minimise dislocation in the factory it may be neces- 
sary to Avork extra shifts or to carry on with night work overtime 
with the regular employees. Such a policy is expensive, but very 
often infinitely preferable to allowing portion of the factory to 
remain idle. 

When variations occur, the reason can often be looked for 
amongst the following causes — 

1 . Changes in design of product. 

2. Changes in machinery, tools, equipment or methods, 
or in specifications. 


o 
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3. Unsatisfactory working conditions. 

4. Increased wages or working hours. 

5. Overtime. 

6. Idle time. 

7. Slackness in routing or despatching. 

8. Inefficiency. 

9. Holidays. 

10. Repairs. 

Each of these matters should be examined and, wherever possible, 
the adjustments made. (See Figure No. 57.) 

In order that the labour budget be realised, statf controllers 
should be impressed with the necessity for keeping within the 
standards which have been set down by the budget. Unless care 
is taken it will often be found that in some departments at least 
the predetermined number of men to be employed and wages 
payable are forgotten, and extra men may be employed with no 
thought of the budget, even though the amount of work going 
through the particular department does not warrant any in- 
crease, Sometimes the best results can be obtained by allowing 
the staif superintendent an over-riding voice in staff employment 
and he then automatically refers to the budgetary programme 
before carrying out the wishes of departmental managers in the 
employment of extra staff. 

Up to date statistics will be found of great benefit in the 
exercise of control over labour and w^ages. It is most helpful to 
be able to inquire immediately into any departure from the 
recognised programme. This not only means that where increases 
were not warranted they can be immediately Stopped but also 
that changes which may warrant some alteration are treated on 
their merits and only those differences are allowed which are 
essential under the new arrangements. 

Plant and Equipment Control. 

1. Repairs and Benewah, 

Some mention was made in Chapter IV of the control to be 
exercised in the ease of repairs and renewals where these appear 
as part of the labour and payroll budgets. If a separate budget 
has been prepared the procedure is similar. Where there has 
been no call for any serious alteration in the budgetary plans, 
the actual results can be compared with the estimates, both in 
total and (where they were thus prepared) in departments. 
Checking can be exercised both in relation to the number of men 
employed in the repairs and renewals department and the 
amount of wag^s spent. Sometimes a had break may necessitate 
extra work, and of course this contingency may not have been 
foreseen when the budget was prepared. Where there are no 
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Particulars 

July 

Budget 

July 

Actual 

July 

Difference 

August 

Budget 

Manufacturing 












Wages 












Stripping 

127 

14 

G 

128 

9 

3 


14 

9 

136 Id 

7 

Liquoring 

86 

13 

10 

90 

4 

7 

3 

10 

9 

94 18 

11 

Mixing 

124 

5 

9 

126 

4 

10 

1 

19 

1 

130 4 

2 

Steaming 

102 

10 

6 

99 

3 

9 

3 

6 

9 

112 4 

10 

ToUvSting 

87 

10 

6 

92 

1 

6 

4 

11 

0 

91 13 

10 

Pressing . . 

127 

4 

5 

128 

4 

10 

1 

0 

5 

133 5 

7 

Drying . . . , 

95 

14 

7 

94 

2 

6 

112 

1 

104 16 

11 

Cutting . . 

104 

14 

4 

110 

15 

5 

6 

1 

1 

112 18 

2 

Packing . . 

295 

6 

7 

314 

15 

3 

19 

8 

8 

303 10 

2 

Boxing 

186 

19 

3 

184 

1 

6 

2 

17 

0 

188 15 

7 

Supervision 

260 

2 

10 

260 

o 

10 




270 2 

11 

Cleaning and 












Sundries 

48 

11 

6 

47 

15 

9 


15 

9 

54 4 

0 

Total 

£1,647 

8 

7 

£1,676 

2 

0 

£28 

13 

5 

£1,733 14 

8 

Service Dept. 












Wages 












Eepairs and 












^Liintenance 

52 

T 

'/l.' 

58 

16 

4 

6 

9 

3 

56 15 

2 

Despatch . . 

104 

14 

6 

103 

19 

10 


14 

8 

115 6 

2 

Purchasing 

83 

6 

8 

83 

6 

8 




27 15 

6 

Total 

£240 

8 

3 

246 

2 

10 

£5 

14 

7 

£199 16 

10 

. Salaries 












S elUng 












Salesmen 

509 

3 

4 

509 

3 

4 




541 13 

4 

Advertising 

62 

10 

0 

62 

10 

0 




62 10 

0 

Collections 

17 

0 

9 

17 

0 

9 




18 2 

6 

Total 

£588 

14 

1 

CO 

00 

14 

1 




£622 5 

10 

A dmimstration 












Office . . . . 

392 

9 

0 

103 

11 

5 

11 

2 

5 

417 10 

0 

j\ranagcrial 

150 

0 

0 

150 

0 

0 




150 0 

0 

Total 

542 

9 

0 

£553 

11 

5 

£11 

2 

5 

£567 10 

0 

TOTAL WAGES 

^ £3,018 

19 

11 

£3,064 

10 

4 

£4.) 

10 

5 

£3,123 7 

4 


Figures in heavy black type indicate budget greater than actual. 
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special conditions to alter the procedure, the plans laid down 
in the budget can be followed out almost in entirety. Figure 
No. 58 shows the type of Control Report often used to keep 
check on this expense. 

2. Plmt and Equipment. 

The plant and equipment budget was designed to show the 
extra plant that would be necessary to carry out the desired 
prearranged production programme. In all probability this 
budget would require no alteration unless the budgetary figures 
were not being realised because of more or less production. If 
production estimates were being exceeded, it is possible that 
extra plant may be necessary. On the other hand, plant which 
was to be installed may be dispensed with if sales are not main- 
tained, and the production policy is consequently short of the 
planned programme. Where there are departures — serious 
departures — from the budget, care must be taken to see that the 
fullest consideration is given to this question of plant. A 
marked increase in sales may warrant the installation of a 
machine at a much earlier date than was anticipated, and the 
problem may be complicated because of delay in delivery follow- 
ing the actual placing of an order. Similarly, whilst it was 
intended to place an order for a new machine, it may be advis- 
able to hold over the authority where it is found that there 
is a slackening off in orders with a prospect of this being both 
serious and permanent. These factors can only be dealt with as 
and when they arise. 

Where the original programme can be adhered to, however, 
the measure of control resolves itself into seeing that the expendi- 
ture allowed for complete installations is not exceeded. Where 
a contract to install a machine completely is accepted, the 
problem largely solves itself; but where the installation work 
is carried out by the firni^s own engineers it is necessary to see 
that the original estimates, not only the cost of the machine 
landed in the shop, but also the wages paid and expenses in- 
exirred in connection with its installation, and any and all work 
necessary until the machine is ready for use, are adhered to. 
Furthermore, the question of the time taken for the installation 
will enter into the matter and this must also be controlled. 
Generally this can best be done by means of a Gantt Chart. 
If the production department is counting upon using a certain 
machine as from 1st October, for example, the whole of the 
factory may be seriously upset if an extra three or four weeks 
are taken in the installation. As a rule these matters are not 
difficult to control as long as the budgeted estimates have been 
carefully worked out and are used to guide the actual installatory 
process. 



Figbse No. 58. 

HEPAIBS AND EENEWALS CONTROL. 


BUDGETARY CONTROL 
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Monthly Authorisation of Expenditures. 

When dealing with the preparation of the plant and equip- 
ment budget, it was pointed out that a check on these expendi- 
tures can very often be obtained by having all such authorised 
by the chief executive. This means that at the beginning of 
each month, for example, the amountj which it is proposed to 
spend during that particular month, would be placed before 
this official and he would give approval for the expenditure. 
Wliere there is any departure from the budget full explanation 
should be given concerning the reasons for the payments, and 
this should be accompanied by a request for approval of the 
project. Even where close supervision of expenditures of this 
kind is not undertaken by a chief executive, it is often found that 
instructions are given that all extra expenditures must be 
authorised. The executive then knows that he can direct his 
attention solely to those requests for authorisation which come 
before him, and he is able to keep a check on all extra amounts 
being incurred. 

Essential Projects not included in Budget. 

While every effort should be directed towards keeping 
within the limits of the budget, it must be remembered that 
conditions may arise which make a departure from the original 
programme essential. At times a new machine will become im- 
perative, the alternative being a stoppage of portion of the 
factory or at least a dislocation of the various activities. This 
also applies to special repairs, which may become necessary 
almost overnight, and which may not have been included in the 
budget- Under such circumstances authorisation of the changes 
necessary should be made immediately, as the fact of whether 
or not they were included in the budget is of secondary import- 
ance compared with keeping production going. 

It will generally be found that with reasonable care and 
attention the plant and equipment budget can be carried out 
very closely. A form for the control of additional equipment 
and expense is shown in Figure No. 59, 

Manufacturing Expense Control. 

Allocation of expenses is generally made on the basis of 
direct labour hours, direct labour cost, or a machine hour rate. 
Alternatively, accounts may be kept for various expenses and 
no attempt may be made at allocation. In any case, the method 
of control is similar. Differences in the rates would be caused 
either by increases or decreases in the total expenses, or, in 
the first case, the total operating hours, secondly the total 
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labour cost, or thirdly the number of machine hours. These 
differences can be checked back to the account or various accounts 
responsible. It may be found that certain accounts show in- 
creases whilst others show a decrease. The reason for the differ- 
ence in each ease should be analysed, and any avoidable factors 
should be remedied. The following items would probably require 
special attention — 

Power, Heat and Light. 

Any material increase or decrease in this account should 
be reflected in the production programme. If the factory was 
working overtime, for example, it could be assumed that any 
reasonable increase in the amount of this account would be 
legitimate. On the other hand, an increase in these charges 
when production is less than budgeted would warrant prompt 
inquiry. No difficulty should be experienced in ascertaining 
the trouble. 

Telephone. 

Probably little control would be necessary here, and the 
amount allowed in the budget would have been based on previous 
accounts. The reason for any material increase should either be 
apparent or become so upon analysis. 

Fire Insurance. 

It is unlikely that this account would alter except where 
increases in rates have been made by the insurance companies 
or it has been thought advisable to increase or decrease amounts 
insured. 

Depreciation. 

This amount really requires little in the way of actual 
control. It is possible that there may be a difference from the 
budgeted allowance where new unbudgeted machinery has been 
purchased and a proportion of depreciation on the new equip- 
ment has to be taken into account, where extra amounts are 
allow’ed in consequence of the rapid deterioration of a machine, 
or where a new invention has made a machine obsolete. 

Handling, Trticking, Testing and Inspection. 

Where these items are treated as manufacturing expenses, 
the monthly totals will be compared with budgeted allowances 
and differences should be easily traceable. Some of the dis- 
crepancies will be legitimate, having been caused by increased or 
decreased work. Others may require some remedial action. 
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Welfare Expense, 

Except under special circumstances, this amount should not 
vary. It is similar in nature to an advertising appropriation 
and any alteration should first of all have been sanctioned by a 
responsible executive. 

Laboratory Expense and Research Wm^h, 

Expenses of this kind will generally be found to be of a 
steady nature, except where special problems, unforeseen at 
the time of the preparation of the budget, are encountered. In 
such cases it is not infrequently found that a special allowance 
is authorised for additional work to be done. Apart from these 
factors, inquiry can be made into any excessive expenditure, 
and where necessary provision can be made to decrease payments 
in subsequent months to bring the level down to the total 
periodical amount originally provided. 

Inventory Expenses. 

These budgeted amounts would have been prepared in the 
budget according to the inventories that it was proposed to 
cover. Where there is no decisive difference in actual stocks 
and budgeted estinaates, there would probably be no reason for 
the budgetary figures being exceeded. Where there is an un- 
explained increase, it would be necessary to examine the items 
making up the total to ascertain the reason. Steps can then be 
taken to prevent the continuance of the factors causing the 
increase. This expense is very often treated separately in the 
materials expense budget, and consideration of this was given 
when dealing with that subject. 

As in the case of other budgets, the degree of success 
achieved in controlling manufacturing expense will largely 
depend upon the constant checking of actual expenditures with 
budgeted estimates. Prom the accounts department, monthly 
summaries of actual expenses incurred should be obtained. Note 
must be taken of production volume, as an increase of this would 
be almost certainly accompanied by heavier expenses. Control 
would be directed towards seeing that — 

1 . If production was in line with the budget, expense 
should also agree with budgeted estimates. 

2. If production increased, expense should increase 
in a lesser proportion. 

3. If production decreased, expense should also de- 
crease though possibly not in as large a proportion 
as volume. 
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Experience will soon teach whether actual expenses in- 
cnrred are out of line with budgets, having in mind also the 
actual production volume. (See Figure No. 60 .) 

Where each departmental foreman is responsible for a 
departmental expense total, arrangements should be made to 
forward to him an expense summary each week or each month, 
showing the results achieved in the previous period. Explana- 
tions are frequently requested for excesses, and plans are formu- 
lated whereby reasons for such excesses would not recur. 
Manufacturing expenses generally consist of a large number 
of items, and therefore every attempt should be made to trace 
causes and responsibility for each discrepancy. Any necessary 
alteration could then be made in the right manner. 

The foregoing will give an outline of the steps to be taken 
to control the various manufacturing expenses. Naturally it 
will sometimes be found that budgetary allowances have been 
cut too fine and it may then be necessary to allow the increases 
to stand and to carry on month after month. Only the indivi- 
dual circumstances relating to the particular account at the time 
can be used as a basis for decisions regarding necessary action, 
and each organisation should institute those steps most applic- 
able to the position and factors being examined, 

Figuke No. 60. 

MANUFACTUEING EXPENSE BUDGET. 


Particulars 

July 

jBudget 

July 

Actual 

July 

Difference 

August 

Budget 

Power and light . . 

79 

9 

r 

80 

14 

10 

1 5 

3 

80 0 

0 

Supplies (Various) 
Machine Parts and 

28 

17 

6 

29 

15 

6 

18 

0 

31 12 

6 

Eepairs 

28 

9 

6 

16 18 

11 

11 15 

7 

28 12 

0 

Insurance — Workers ' 











Comp. 

33 

0 

0 

33 

0 

0 



34 0 

0 

Insurance — Fire 

38 

15 

0 

38 

15 

0 



38 15 

0 

Sundry Services 
Depreciation — ^laeh- 

58 

11 

6 

55 

19 

3 

2 12 

3 

64 4 

0 

inery and Equip- 
ment 

191 

0 

0 

191 

0 

0 



192 0 

0 

Bates 

10 

6 

8 

10 

6 

8 



10 6 

8 

TOTAL 

£468 

9 

9 

£456 

5 

2 

£12 4 

7 

£479 10 

2 


Pigrures in heavy black type indicate budget greater tlian actual. 
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Administrative Expenses Control. 

Generally these expenses will be found to vary very little. 
Even marked fluctuations in sales and/or in factory production 
will have little effect. Most of the items are fixed in nature and 
only exceptional departures from anticipations when the budget 
was prepared should cause changes in most of the accounts 
making up this classification. 

When dealing with the preparation of this budget, stress 
was laid upon' the excellent results that can be achieved through 
the adoption of units as bases for analyses and comparison. 
Where these have been prepared in the budget, it will be a 
simple matter to compare the budgeted ratios with the actual 
results. This is an excellent method of localising differences very 
quickly and ascertaining the exact reasons for expense deviation. 

Even where the unit system is not adopted control can be 
exercised by comparing the amount allowed in the budget with 
the totals actually spent. The causes of discrepancies will readily 
show themselves upon inquiry. Where these are waiTanted no 
further action need be taken, while action to avoid mineeessary 
increases is generally a comparatively simple process. (Figure 
No. 61.) 

Cash Budget Control. 

To obtain the greatest value from the cash budget, it is 
essential to make constant examination of the actual cash posi- 
tion. As in the case of all other budgets the preparation of the 
plan is the first portion of the work, but this is useless unless 
endeavours be made to harmonise actual results with those anti- 
cipated. Especially in relation to finance it is very easy for the 
position to get out of hand, and this may have serious results 
until such time as the state of affairs is rectified. This is par- 
ticularly so where a concern suffers from any shortage of work- 
ing capital, but even in other cases, the benefits resulting from 
close control over the financial position should be apparent. 

Method of Comparison — ^Receipts. 

Where there has been no evident reason for a departure from 
budgeted figures, the control of the cash budget resolves itself 
into an examination of actual results and a comparison between 
budget and actual to see if the cause of any differences can 
be located. Thus, in its preparation provision may have been 
made for cash collections coming from book debts perhaps almost 
solely. Certain turnovers may have been estimated by the sales 
department and these translated into book debts, an attempt 
being made to calculate just when these book debts would be 
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Figure No. 61. 

ADMINJSTHATTVE EXPENSE P>XTI)GET. 


Particulars 

July 

Budget 

July 

Actual 

July 

Dh^erence 

August 

Budget 

Central 1 — 












Printing and Sta- 
tionery 

21 

6 

8 

16 

15 

9 

4 

10 

11 

21 6 

8 

G-eneral Expenses 

20 

0 

0 

18 

19 

3 

1 

0 

0 

20 0 

0 

Postages and Tele- 
grams 

27 

3 

0 

29 

14 

o 

2 

11 

2 

27 3 

0 

Office Expenses . . 

18 

C> 

8 

18 

6 

8 




18 6 

8 

Audit Fees 

21 

13 

4 

21 

13 

4 




21 13 

4 

Insurance 

5 

3 

4 

5 

3 

4 




5 3 

4 

Deprectn. on Fiirn. 
and Fittings 

8 

6 

8 

8 

6 

8 




8 6 

8 

Salaries and Wages 

392 

9 

0 

403 

11 

5 

11 

2 

5 

417 10 

0 

Sundries 

14 

11 

0 

23 

9 

5 

8 

18 

5 

14 11 

0 

Exchange 

3 

14 

3 

4 

1 

2 

0 

6 

11 

3 19 

6 

Discounts 

214 

7 

0 

236 

4 

10 

21 

17 

10 

223 10 

n 

Total 

747 

0 

11 

786 

6 

0 

39 

5 

1 

781 10 

2 

Plus Proportion of 
Management Ex- 
penses 

140 

4 

4 

140 

4 

4 




140 4 

4 

Total 

£887 

5 

3 

£926 

10 

4 

£39 

5 

1 

£921 14 

6 

Territories — 












Central 1 

887 

5 

3 

926 

10 

4 

39 

5 

1 

921 14 

6 

Central 2 

581 

2 

10 

574 

2 

5 

7 

0 

5 

596 14 

9 

North 

367 

19 

4 

393 

1 

6 

25 

2 

2 

378 10 

5 

East 

322 

18 

n 

324 

14 

2 

1 

15 

3 

321 16 

9 

West 

. 341 

1 

3 

350 

9 

3 

9 

8 

0 

339 5 11 

South 

114 

15 

3 

117 

1 

9 

2 

6 

6 

112 9 

6 

Total 

£2,615 

2 

10 

£2,685 19 

5 

£70 

16 

7 

£2,670 11 30 


Figures in heavy black type indicate budget greater than actual. 
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received. An average rate was perhaps arrived at and it was 
estimated that the total would represent, say, thirty-five days^ 
of actual sales. Control would therefore be directed towards 
seeing that the actual collections have been in accord with what 
w^as estimated, and particularly that the average rate has not 
exceeded the thirty-five day mark. Where these figures have not 
been realised, inquiries should be instituted so that the reasons 
become apparent, and then it may be necessary to make a drive 
on collections to put the matter right. Remedial action taken 
in time may prevent serious retrogression. Any other sources 
of cash receipts should be treated in a similar manner, and 
control over collections will generally be found to be a fairly 
simple matter. 

Disbursements* 

As far as disbursements are concerned control is not quite 
so simple. Here the general position is a result of a com- 
bination of many more factors, and an analysis of each one is 
necessary, because two favourable factors may be outweighed 
by some unfavourable ones. Any discrepancies in the budgetary 
figures of the other activities of the business, for example pur- 
chasing, payroll etc., must make themselves felt ultimately in 
the cash position. Heavier purchases than those allowed for will 
in due course result in heavier payments for the goods bought, 
and this factor alone may have an appreciable effect. The 
purchasing agent, considering a price too good to lose, may 
buy much larger quantities than he originally intended, leaving 
the financial section to foot the bill. Thus it is possible that 
the effects of some such action may be the factor in an adverse 
cash balance, even though the amount expended on other out- 
goings may be lower than was anticipated. 

Effects of Rising Turnovers. 

The effects of rapidly rising turnovers must also be watched 
in their relationship to the cash position. It must be remem- 
bered that there will usually be a drag between the period of 
selling and the period of collection, and if by any chance the 
turnovers do rise quickly, the check on the finances must be 
strengthened. The cash position on a falling turnover, provid- 
ing production and inventories are kept in line with the reduc- 
tion, generally becomes easier for a time while demands of 
larger turnovers, larger productive policies and possibly larger 
inventories may make finance difficult. 
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Figure No. 62. 
FINANCIAL BUDGET. 



July 


July 

July 


August 



Budget 


Actual 

Difference 

Budget 


Gash in Bank 

15,432 

10 

0 

15,432 10 0 



15,140 

9 

0 

Collections . . 
Sundry Income 
Bank Loans . . 

31,856 

5 

0 

33,165 4 6 

1,308 39 

6 

30,495 

10 

0 


£47,288 

15 

0 

£48,597 14 6 

£1,308 19 

6 

£45,635 

19 

0 

Disbursements 










as below . . 

32,148 

e 

0 

31,751 17 7 

39^ 8 

5 

28,784 

16 

0 

Cash at Bank 










end of mth. 

£15,140 

9 

0 

£16,845 16 11 

£1,705 7 

31 

£16,851 

3 

0 

Disbursements : 










Wages 
Purchases — 

2,843 

15 

6 

1 2,879 1 2 

35 5 

8 

3,298 

11 

9 

Mat. 

9,437 

5 

8 

> .9,164 11 0 

272 14 

8 

5,386 

13 

6 

Freights 

Manufact. 

215 

0 

0 

201 7 0 

13 13 

0 

219 

0 

0 

Expenses 

I 187 

6 

8 

156 14 5 

SO 12 

a 

201 

0 

7 

Excise 

14,624 

3 

4 

14,428 1 10 

196 1 

6 

14,720 

0 

0 

Management 

Expenses 

Administra- 

347 

13 

4 

347 13 4 



347 

13 

4 

tion Exs. 

2,096 

10 

0 

2,142 3 5 

45 13 

5 

2,105 

0 

0 

Advertising 

Marketing 

286 

11 

5 

290 1 7 

3 30 

2 

241 

5 

3 

Expenses 

2,110 

0 

1 

2,142 3 10 

32 3 

9 

2,265 

11 

7 

Machine 

Purchase 










Bank Kepay- 










ments 










Dividend 










1 

£32,348 

6 

0 

£31,751 17 7 

£396 8 

5 

£28,784 

16 

0 


Figrures in heavy black type indicate budget greater than actual. 
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Necessary Budget Amendments, 

This position is set out on the accompanying statement. 
(See Figure No. 62.) Where changes are made in the 
selling and production budgets, the effect on the cash posi- 
tion must be noted. It is useless being misled as to the 
stability of the financial position because of a budget which 
requires alteration to conform with actual conditions. Even 
where there are factors which have an effect for only a time 
and are afterwards self -compensating, it is always advisable to 
re-examine the position as it will arise during the period until 
the budgeted figures are regained. This policy will make for 
certainty regarding the future position, and is a very necessary 
procedure especially where working capital is small and the 
margins are fine. 

Consideration of the work necessary to preserve desired 
equilibrium in relation to the casli position is bound up with 
the question of operating capital, which was dealt wdth in 
Chapter V. 

Conclusion. 

It is considered that sufficient has been said in relation to 
the question of Control to make it possible to understand the 
desirable procedure. It must be remembered that in relation 
to Fixed Budgets the question of control is largely limited to 
seeing that actual figures approximate as closely as possible to 
the Budget. Where the budget sales figure is not realised, or 
is more than realised, it is often a difficult matter to state 
definitely whether expenses are in line with such decrease or 
increase. It may be possible to obtain some estimate of what 
should be the effect upon expense totals but this is sometimes 
in the nature of guess-work. Any closer examination and 
analysis of the position brings us into the sphere of Variable 
Budgeting, which is considered later. It is possible, however, 
by strict eontro], to make the Fixed Budget a most acceptable 
and helpful instrument of management. 
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RETAIL MERCHANDISE BUDGET 


Object of retail budgets — definitions — essentials of budget pre- 
paration — budgets included — the merchandise budget — planned sales 
— ^stoeks — ^mark-downs — mark-ups — purchases — the co-ordinated 
merchandising budget — open-to-buy — essentials of the rnen^handis- 
ing plan — objections — the expense budget — classification of ex- 
penses — expense control — ^advertising — monthly a ppi’opriations — 
advertising medium appropriations — advantages — the financial 
budget — the profit and loss account — conclusion. 

Whilst all budgets differ at some points and take into 
account the peculiarities of each individual business, naturally 
there is a similarity between businesses of the same kind. Thus 
one sheet metal factory would have similar problems to another. 
Furthermore, practically all manufacturing businesses would 
have at least some salient points of similarity. Each one would 
have its productive section, its raw materials and its manufac- 
turing activities. 

In the case of the retail store, however, the manufacturing 
portion of the enterprise is displaced by the merchandising 
operations. In place of the production budgets, therefore, a 
merchandising budget is prepared. It is now proposed to out- 
line a system of budgetary procedure suitable for a retail store, 
as there are important distinctive features as against budgeting 
for a manufacturing business. 

Objects of Retail Budgets. 

The objects of budgets to cover retail trade are the same 
as those in the case of manufacturing businesses except, of 
course, that the very nature of the tasks performed in the two 
types of businesses differ. The final aim — the making of maxi- 
mum profits — is the same, and the retail merchandise budget 
is a plan or series of plans whereby the whole of the operations 
of the business, including the merchandising, the expenses, the 
finance and any other relative factors, are estimated, and the 
figures thus prepared are adopted as a chart or guide for the 
period covered. 
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Definitions. 

It is necessary at the outset to obtain a clear idea of the 
meaning of several terms -which will be repeatedly used. Goods 
or merchandise are purchased at cost price and a retail price 
is marked against each item. The difference between these two, 
the cost and retail prices, is known as Mark-up.^’ Under cer- 
tain circumstances it may be necessary to reduce this price on 
some or all of the articles, in which ease the amount of the 
reduction, that is, the amount that the retail price is subsequently 
reduced, is known as the ^^Mark-doAvn.^^ The number of times 
that a stock can be purchased and sold during a year is known 
as the '‘Stock-turn.’^ A business doing £100,000 turnover during 
a year, on an average stock of £20,000 would have a Stock-turn 
of five. If a pi’ofit is made on each turnover of the stock, 
naturally the larger the number of turns the larger the total 
profit. Turnover may always be calculated on either a cost 
or a retail basis, but it is important to remember that sales and 
stock values should always be on the same valuation basis. 

Essentials of Budget Preparation. 

1. The budgetary period must be fixed before com- 
mencement and the methods of budgeting must be 
agreed upon. 

2. The budgetary figures must represent a realisable 
and anticipated programme. 

3 . The various budgets should be prepared in as simple 
a form as possible, to facilitate correct interpre- 
tation by those dealing with the figures, 

4. The persons to be held responsible for differences 
should have some voice in the preparation of the 
figures. 

5. There should be some provision for flexibility to 
enable alterations to be made whex’e actual results 
show these to be necessary, and monthly adjust- 
ments should be made where such are demanded. 

Budgets Included. 

The following budgets are prepared as part of the co- 
oi‘dinatmg plan — 

1 . Merchandise Budget. 

9 . Exnense Budget. 

3. AdvertMiig Budget. 

4. Finance Budget. 
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In addition to tho foregoing an estimated profit and loss 
statement should be prepared and the anticipated results 
extended through to the balance sheet, which would sliow the 
anticipated position at the end of the budgetary period. 

The Merchandise Budget. 

This, together with all associated budgets, is usually pre- 
pared twice a year, firstly to cover, say. Spring and Supamer 
and secondly Autumn and Winter. Sometimes, of course, shorter 
periods ai^e taken and it is often quite simple to compile a 
monthly merchandise budget. Generally each department pre- 
pares the merchandising figures relating to its own particular 
operations and it is usual for the departmental buyer to be 
consulted. This is in accordance with the principle of allowing 
those responsible for the carrying out of operations to have 
some hand in the preparation of the figures. The various 
departmental plans are passed to an executive whose duty it is 
to review them and make any adjustments necessary to co- 
ordinate the working of various portions of the business Finally, 
after acceptance, the various plans are combined into a master 
merchandising budget, which operates as the guide for the 
whole of the merchandising activities of the business. In the 
small store it is not unusual to find that an executive (or 
possibly the proprietor) prepares the whole of the figures for 
the business. 

The necessary factors to be considered in the preparation 
of this budget are — 

1. Planned Sales. 

2. Planned Stocks. 

3. Planned Mark-downs. 

4. Planned Initial Mark-ups. 

5 . Planned Purchases. 

1. Planned Sales. 

The whole of the operations of the business naturally 
depend upon what sales can be expected during the budgetary 
period, and, as the other figures used in completing the budget 
plan bear a direct relationship to the estimated sales, it is 
necessary for all forecasts to be made carefully. The following 
factors should be considered — 

1 . Sales for the corresponding month in previous years. 

2. The rate of growth of the departmental sales over 
past years, but particularly over the last two years, 

3. General business conditions. 

4. Changes in price levels. 

p 
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5. The force and distribution of competition. 

6. The influence of style factors. 

7. Plans for special efforts. 

8 . The occurrence of special holidays, such ^as Easter. 

Each of the foregoing factors should be taken into account, but 
it must be realised that the effect upon sales of some may be 
much more important than others. In addition, in special cases 
there may be other considerations calling for attention. Where 
thorough examination of all such problems is made, reasonably 
close estimates can usually be arrived at, though it is possible 
for special conditions to upset calculations. For example, a week 
of really bad weather or bitterly cold conditions may cause a 
serious fall in sales, which is apparently not made up in 
succeeding months. Such matters cannot be foretold, except in 
general terms. 

In addition to the foregoing it has been said that — 

^^The faetoi’s which would influence the buying and selling 
estimates would embrace — 

(a) Every-day requirements for staple lines. 

(b) Seasonal fluctuations — style requirements and 
variations. 

(e) The trend of market conditions regarding raw 
materials. 

(d) The prosperity enjoyed by the community as a 
whole. 

(e) The competition existing among the manufacturers 
in the lines stocked.. Thus, if there is no monopoly 
regarding supplies, the stock required may be 
lower than if purchases have to be made from a 
limited number of suppliers because of the quicker 
deliveries which can be obtained. 

(f) The amount of stock to be carried, and the number 
of times it should be turned over during the trad- 
ing period. 

(g) Due care of slow moving lines, and the proper 
valuation of them at the end of seasonal trade 
and financial periods. In some instances, individual 
line stock records are practicable, and are of great 
value, both to the buyer and sales manager. 

(''^Budgetary Control,’’ by L. A. Brumby, from the Australian 
Congress on Accounting, 1936.) 

2, Planned Stooks. 

At all times adequate stocks are a necessity, and the plan- 
ning of proposed quantities and amounts is always of the greatest 
importance. What may be a sufficient stock during one period 



EETAIL MERCHANDISE BUDGET 211 

may be quite inadequate foi' another, and the amount will fre- 
quently vary with such factors as the type of merchandise, the 
time element of delivery and the competition the store faces. 
Sufficient stock must be maintained to cater for customer de- 
mand, yet stocks should be kept at a safe minimum consistent 
with this factor, so as to promote the greatest possible economy 
in capital. Proper assortments must be maintained in order to 
ensure the desired turnover and a proper relationship must be 
kept between the monthly sales and the opening and closing 
stocks. 

Therefore, if a turnover of three is desired for the Spring 
and Summer seasons in a particular department, the stocks 
would be planned to cover an amount which would give as an 
average retail stock figure one third of the planned sales figure. 
Stock fluctuations are usually not as great as those in monthly 
sales. This is not inconsistent with having a stock turnover 
ratio of any particular amount, as such ratio is purely an 
average. Thus, at the beginning of the season it may be neces- 
sary to make arrangements to have a stock which is half as large 
as the planned sales, whilst at the end of the season, the stock 
may be down as low as one quarter or one fifth of the estimated 
turnover. 

Consideration of past figures will show the relationship 
which has existed between stock and sales during previous 
periods, and if this has so far been satisfactory it may be decided 
to continue on this basis. This can be worked out in relation 
to each month of the\p^rticular season. Generally, the highest 
peak in stocks will be found just prior to the period when it is 
anticipated that the highest sales figure will be reached. Only 
past experience, modified by present conditions, can show what 
stocks should be carried, but the stock-sales ratio is a very 
valuable figure for comparative purposes, even though it may 
not always be an infallible guide for a buyer. 

3. Planned Marh downs. 

It has already been pointed out that a Mark-down is a 
reduction in the retail price of merchandise. As a percentage, 
it is always calculated in terms of net sales. The valp.e of plan- 
ning in this connection operates in two ways — 

1. By suggesting methods to eliminate or reduce the 
frequency of certain causes. 

2. By securing more prompt action and consequent 
smaller mark-down percentages. 

In planning mark-downs, the first step is to inquire into 
causes. Little success attends any plan based simply upon a 
lower percentage estimate without due note of the causes govern- 
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ing such matters. It is impossible to prepare a list of causes 
whieli would operate in any business, but tbe following is a 
representati-ve one — 

Injudicious initial pricing. 

Poor buying. 

Lack of careful planning of stocks. 

Ineffective systems for detecting slow moving merchan 
dise. 

Poor sales promotion. 

Special sales. 

Shopw’orn, soiled or damaged goods. 

Broken assortments or remnants. 

Style or model pieces. 

Competition cutting. 

Colour and quantity reductions. 

General allowances. 

After due examination of the various causes and the figures 
shown for previous periods, it is possible to estimate current 
figures, having in mind any modification necessary because of 
present or likely future conditions. For example, changes in 
style may play a large part in the amount of mark-down. In 
addition to the amount, however, the period of such mark-downs 
has also to be considered. It is generally necessary to apportion 
the various items over the months covered by the budget and 
each month will vary somewdiat. Thus, in any period it may 
be found that practically no mark-downs occur within the first 
month or perhaps two months, while +he stock is fresh and the 
season young. Dnring the third month some slow selling lines 
may be reduced, but the greatest reductions would not be made 
until the end of the season. 

4. Plmned mitial Mark-U 2 )$, 

The mitial mark-up is the difference between cost and the 
retail value of the total merchandise handled in the department. 
Naturally this mark-up must be large enough to cover the whole 
of the estimated expenses, mark-downs and shortages, and also 
to leave the required net profit. The following formula has been 
worked out to arrive at the percentage of initial mark-up 
required — 

Expenses, plus Reductions, 
Initial Mark-up Percentage Profits 

^ Sales, plus Reductions 

For example, the initial mark-up in the case of a department 
whose planned sales are £1,000, whose expenses are 25 per cent 
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of sales, mark-downs are 5 per cent and sliortages 1 per cent, 
whilst desired profits (net) are 8 per cent, would be — 

25 per cent, plus 5 x^er cent, 
plus 1 per cent, plus 8 per cent 

777 7 — 1 7 — equals 36*8 per cent 

100 per cent, plus 5 per cent, 

plus 1 per cent 


Generally the two important factors to be considered are — 

1. The amount of mark-up allowed by competitors’" 
prices. 

2. The estimated rate of turnover. 


While high mark-ups are desirable, the amount is often limited 
by competition, as, if too high a percentage is attempted, sales 
will not result. It is usual to find that the higher the rate 
of stock-turn, the lower is the amount of mark-up which is 
actually required, because profit is more often earned and 
because goods remain in stock for a shorter period and this 
means a decrease of certain expenses, in addition to mark-downs. 
The amount of mark-up which can be obtained can usually be 
closely estimated as a result of past experience. 

5 . Planned Purchases. 

This figure can easily be calculated once the amount of 
sales, mark-dowms and stocks have been estimated. 

Planned Purchases equal 

SaleSy Plus Mark-downs^ Plus Increases {or Minus 
Decreases) in Stocks. 

Thus, where sales amount to £5,000, planned mark-downs £250, 
and it is proposed to increase stock by £500, purchases must 
amount to £5,750. This formula gives the planned purchases 
at retail value. If it is desired to convert this into purchases 
at cost, the figimes can be determined by multiplying the retail 
planned purchases by 100 per cent, less the initial mark-up 
percentages. Thus, retail purchases of £10,000 would mean a 
cost value of £6,000, in the case of a 40 per cent mark-up. 


The Co-ordinated Merchandising Budget. 

Once the estimates set out in the foregoing paragraphs have 
been made they are included in a Merchandising Plan similar to 
that shown in Figure No. 63. This then becomes the working 
basis for the store during the coming period. Whilst every 
effort should be made to keep as close as possible to these esti- 
mated figures, it is necessary to exercise judgment in the matter 
for many conditions may arise to make it advisable to depart 
somewhat from the estimate. It must nevertheless be remem- 
bered that changes should only be made where they are definitely 



214 BUDGETING AND BUDGETARY CONTROL 


warranted because of actual conditions. Purthermore, alterations 
to any one budget must have an effect upon each of the others. 
For example, if as the season advances it is found that actual 
sales vary from the estimates, purchases of stock may also have 
to be altered so as to preserve the same stock figures. 

The actual amount to be allowed for purchases can be ob- 
tained by taking the Planned Purchases figure, 

Plus or minus 

the amount by which the actual purchases of the previous 
month failed to reach, or exceeded, the planned purchases, 

Plus or minus 

the amount by which actual mark-downs exceeded or fell 
short of planned mark-downs, 

Plus or minus 

the amount by which the actual stock at the 1st of the 
previous mouth fell short of or exceeded the planned stock, 

PUiS or minus 

the amount by which actual sales exceeded or fell short of 
planned sales. 

The following figures wull show the method of arriving at 
the amount of purchases to be made — 

Planned Stock at retail, March 1st . . . . . . . . £4,000 

Actual Stocks at retail, March 1st . . . . . . . . 4,200 

Planned Sales — March . . . . . . . . . 2,400 

Actual Sales — March . . . . . . . . . 1,600 

Planned Purchases at retail — March . . . 2,500 

Actual Purchases at retail — March . . . . - 2,000 

Planned Mark-downs, March . . . . . . . . . . 180 

Actual Mark-downs — March . . ... . . . . . . 220 

Planned Purchases at retail — April . . . . . . . 2,860 

Planned Purchases at retail for April . . . . £2,860 

Adjustments. 

Planned Purchases, March . . 2,500 

Actual Purchases, March . . . . 2,000 

Increase April Planned Purchases 500 

Actual Mark-downs, March . . . . 220 

Planned Mark-downs, March . . 180 

Increase April Planned Purchases 40 

Actual stock at retail, March 1st 4,200 
Planned -stock at retail, March 1st 4,000 

Decrease April Planned Purchases 200 

Planned Sales — ^March . . . . . . 2,400 

Actual Sales — March . . . . . . 1,600 

Decrease April Planned Purchases . . BOO 

Net Adjustment 460 

Adjusted Planned Purchases for April £2,400 

(retail) 
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Open-to-Buy. 

This term is used to" denote the amount of merchandise which 
may be ordered for delivery during the balance of any period. 
The figure appearing in the Open-to-buy is the amount by which 
adjusted Planned Purchases exceed outstanding orders for 
delivery during the period. If, for example, the Planned Pur- 
chases for March are £2,500, and orders to the extent of £1,800 
have been placed for delivery in March (even though the whole 
of these goods haVe not yet been received) the amount of the 
Open-to-buy would show at £700. 

Whilst the Open-to-buy at the 1st of each month gives to 
the buyer the sum which may be used for the purchase of mer- 
chandise during the month, it does not, of course, distribute this 
planned purchase figure throughout the month for him. It can 
be spent during the first week or during the last week, or it can 
be spread evenly throughout. It does, however, act as a check 
upon buyers and as a predetermined standard which should be 
adhered to as closely as possible. Nevertheless, perhaps because 
of new lines or fashions, circumstances will arise wherein it will 
be necessary to order extra merchandise not originally allowed 
for. 

Where it is thus necessary to exceed the Open-to-buy, it is 
frequently the policy to have the extra amount sanctioned by 
the merchandise manager. This has the effect of keeping pur- 
chases largely under control, as it will generally be found that 
sanction will not be requested without good reason. Care must, 
however, be exercised to see that where purchases should be in- 
creased in order to cover certain factors, the amount of the 
Open-to-buy is not treated as being unalterable. Therefore, 
whilst the buyer should make every effort to obtain the desired 
end without increasing the appropriation (for example by cut- 
ting down on other lines, thus spreading his purchases in a more 
beneficial fashion) further amounts should be added to the Open- 
to-buy where they are definitely warranted. The fact that the 
amount must be authorised is generally a sufficient control on 
these matters, especially as the most frequent causes for increases, 
such as fashion changes or unseasonable weather, may be outside 
the control of the buyer. 

Essentials of the Merchandising Plan. 

As a method of control, the success of any plan will depend 
upon — 

1. The accuracy of the predetermined calculations. 

2. The flexibility of the budget to meet changing con- 
ditions. 

3 . The facility with which adjustments are made when 
actual operations warrant them. 



216 BUDGETING AND BUDGETARY CONTROL 


Accuracy is, of course, of fundamental importance and tLough 
100 per cent is seldom possible, every care should be taken to 
ensure that the estimates finall^^ adopted are as close as a 
thorough examination of all pertinent factors will allow. Some 
errors will have little effect upon the plan as a method of con- 
trol, providing that the percentage of such errors is not great, 
but figures entered haphazai*dly depend upon chance and cannot 
be used as a basis to control operations. As absolute accuracy 
is seldom possible, it is desirable to have a degree of flexibility 
in the budget, so that alterations can be made to bring the plan 
again into line with actual conditions. These adjustments should 
be made quickly, and the merchandising plan should be such 
as to allow this facility. 

Objections to the Merchandise Plan. 

The following objections have been urged against the 
preparation of such a plan — 

1. Buyers object because they feel that their freedom is 
limited. This contention is generally the result of either ignor- 
ance as to the true nature and objects of the plan, or, alter- 
natively, because of nervousness about realising the figures set 
down. Actually the plan ensures a buyer proceeding with mer- 
chandising in an orderly manner, but it does not under any cir- 
cumstances interfere with or eliminate .freedom of judgment. 
On the contrary, it helps correct judgments to be made and acts 
as an aid to control. It is useless a buyer saying that he intends 
increasing his sales by 10 per cent, decreasing his mark-downs 
by 5 per cent, and increasing his stock turnover by 25 per cent, 
without following the results through to their logical conclusion 
and deciding upon a plan of action showing how these aims are 
to be accomplished. 

2. Some stores feel that they are too small to use merchan- 
dise planning profitably. This objection, also, cannot be sus- 
tained. It should be obvious that no store is too small to plan its 
operations ahead. The plan may possibly not be in great detail, 
and in certain cases may not be divided into departments, but 
the value of having a carefully prepared guide chart must be 
as obvious in the case of the small business as of the large one. 

3. The variable element in merchandising is cited.. It has 
been found that sales increases and profits tend to concentrate 
on certain lines and a considerable portion of the total profit is 
often to be found in what is, after all, a small proportion of the 
total lines handled. An increase in sales volume does not neces- 
sarily mean an increase in profit. In individual lines, too, there 
will be some which will increase, some which will remain con- 
stant, and some which will show decreases, all because of factors 
largely outside the control of the store itself. 
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The American ‘‘Merchandise Control Manual” gives a 
number of illustrations of this factor, pointing out that in one 
store, women’s dresses decreased 13-8 per cent, but showed a 
profit of 7 per cent, whilst another store decreased 12-5 per 
cent, but showed a profit of 10-1 per cent. Similarly, in misses’ 
coats department one store showed a decrease of 15 per cent, 
but a profit of 9*3 per cent, whereas another store increased 
17*6 per cent and yet showed a loss of 4*8 per cent. A third 
store decreased 14*2 per cent and showed a profit of 2*2 per 
cent. The case of jewellery was rather striking, for there was 
an increase in ten stores, but all except three showed a loss. 
Similarly, there was a conspicuous increase in handbags in four- 
teen stores, but only four of these showed a profit. The foregoing 
figures show the differences that are experienced in similar 
departments of different stores, but there are parallel instances 
in different departments of the one store. For example, in one 
place hosiery showed a decrease of 13 per cent, but with a profit 
of 4*8 per cent, whilst gloves showed an increase of 27*9 per 
cent, but yielded a loss of 9 * 1 per cent. 

These instances could be multiplied, and in commenting on 
such factors, the Manual states — 

“It is this variable element — ^this shifting of sales and profit 
increases from one line to another — that has discouraged plan- 
ning, and has caused many store executives to trust more to their 
ability to jump aboard a profit making line when it appears — 
unhampered by any carefully worked out plan. Any one the 
least bit doubtful in regard to the practicability of planning 
might find sufficient evidence in the study of some of the rela- 
tionships between plans and results to make him increasingly 
pessimistic. On the other hand, there is strong evidence that 
many of these plans were defeated more by the way in which 
they were first set up than because there was nothing to be 
gained from planning. It is this method of planning that should 
be the basis of discussion. It is evident that this tendency 
toward a focusing of net profit on a few lines makes more 
hazardous the whole merchandising operations and likewise it 
increases the desirability of more careful planning. Planning 
can never be scientific, but it can be more nearly scientific than 
it has been in some stores.” 

None of the foregoing objections can really be sustained 
as actual reasons against the adoption of a merchandising plan. 
They may, and of course do, lay stress upon the need for a 
careful examination of all faetoi's before the figures are finally 
passed. 

Figure No. 63 sets out the method of co-ordinating various 
figures which together make up the merchandise plan. These 
figures then form the basis for the next half year’s operations. 
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(Adapted from “Merchandise Control Manual” of the National R.etaII Dry Goods Association.) 
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The Expense Budget. 

Once the Merchandise Plan or Budget has been compiled, 
the next step is to complete estimates of the total amount of 
expenses likely to be incurred in carrying out the plan. The 
expense budget is a carefully prepared estimate of the planned 
expenses of the store and is subsequently used as a means of con- 
trolling- and checking the actual expenses. 

The objects of an expense budget are — 

1 . It seeks to adopt in relation to expenses the scienti- 
fic policy of planning and then attempting to make 
actual conditions conform to such plan. Instead of 
simply analysing expenses after they have been in- 
curred, the attempt is made to lay down the pro- 
gramme which is considered to be a reasonable 
Statement of what should be obtained, and then to 
see that actual conditions conform to such pro- 
gramme as nearly as possible. 

2. It endeavours to co-ordinate the activities of the 
various functions of the business of the store, 
especially in relation to amounts to be paid to cover 
expenses, so that such amounts are in satisfactory 
ratio to services rendered or results expected. 

3. It helps to fix responsibility for the amount of 
various expenses to be incurred and enables in- 
creases to be taken up immediately with the officers 
concerned. 

Usually the expense budget is prepared upon the basis and 
for the same period as the merchandise budget. Usually this 
means that figures for each of six months are prepared, the 
total representing the six months’ budget. In order to complete 
these estimates due regard must be taken of — 

1 . Fast figures covering the same period. 

Obviously, an examination of the expenses incurred in rela- 
tion to various merchandise programmes as shown during the 
previous years will furnish an excellent guide to what can be 
expected for the period being covered by the budget. It is true 
that certain conditions may necessitate increased expenses or 
may allow of decreases in certain directions. Here, again, how- 
ever, the trend shown by figures relating to previous periods 
must be taken into account, especially if it is considered that 
the trend will be maintained during the current six months. 
Generally such expense will have been shown as a percentage 
of either sales, purchases, stocks or some other gauge, and these 
percentage ratios can often be used to arrive at the desired 
estimated expenses. 
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''From “Controllers Congress, National Retail Bry Goods Association," U.S.A.) 
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2. The present proposed merchandising plan. 

Whilst past figures are valuable, their influence must be 
gauged in relation to the proposed operations. The intentions 
in this regard may be such as to alter considerably the expenses 
likely to be incurred from those which have actually resulted 
in the past. 

Classification of Expenses. 

Frequently, in addition to the natural classification of 
expenses according to accounts, a functional division is made. 
(See Figure No. 64.) The common divisions in such a case 
would be — 

1. Administrative. 

This would include the general administrative and executive 
expenses not chargeable to any particular division of the store. 

2. Occupancy, 

All expenses arising from the use and maintenance of store 
buildings, fixtures, equipment and furniture would be included 
under this heading. 

3. Publicity. 

This would cover all items which could be looked upon as 
advertising, including, in addition to ordinary forms, such 
matters as window displays, fashion parades, signs and ticket- 
writing. 

4. Buying. 

The total of all costs incurred in buying merchandise — ^in- 
cluding buying office expenses, receiving, checking and marking 
goods — ^vmuld come under this heading, 

5. Selling. 

Ail amounts incurred in selling merchandise from the time 
of delivery into the department until transferred to the cus- 
tomer would be shown in this section, which is usually easily 
the largest item in the expense budget. 

Sometimes the various items of expenditure are examined 
and estimated according to the various accounting classifications. 
Alternatively, estimates are worked out on a departmental basis 
as far as possible and those items which cannot be attributed to 
any particular department are finally added. A third method 
of approach is suggested by the foregoing divisions of expenses, 
and the various items which can be included in each of those 
classifications are calculated, the totals forming the basis of the 
expense budget. As a rule little difficulty will be experienced 
in deciding which is the best method, and in completing the 
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estimate of expenses 'which are likely to be incurred in carrying^ 
out the merchandising programme already decided upon. 

In ‘'Budgetary ControU’ (previously referred to) it is stated 
that estimates of expenses should provide for — 

“1. Cost of Buying Department: 

(a) Salaries of buyers and assistants. 

(b) Part of salary of proprietor or manager, 
proportionate to time spent in buying. 

(c) Travelling expenses of buying trips. 

2. Cost of Selling Department: 

(a) Wages of all persons engaged in selling. 

(b) Proportionate part of salary of proprietor or 
manager. 

(e) Advertising. 

(d) Paper, t'wine, packages, and such like. 

3. Cost of Delivering Goods: 

(a) Wages of assistants. 

(b) Contracts for delivery. 

(c) Upkeep and running costs of motors. 

(d) Rent (or interest on capital) of garage — in- 
cluding rates. 

4. Management or Indirect Expenses: 

(a) Proportionate part of salary of proprietor or 
manager. 

(b) Salary of accountant, clerks and typists. 

(c) Audit. 

(d) Stationery, telephone, etc. 

(e) Light and po'wer. 

(f) Insurance — Fire, Employers' Liability. 

(g) Repairs. 

(h) Depreciation. 

(i) Sundry items, " 

Expense Control. 

Once the budget has been approved and the period entered 
upon, every effort should be made to see that the expenses 
actually incurred are kept within the limits set. Frequent 
checking of actual expenditures against budgeted figures, at- 
tempts to keep in line with planned figures, definite placing of 
authority for the authorisation of all expenses, and the means 
for revising the original planned figures if the necessity for 
changes arises — all of these matters should be attended to and 
provision made for the procedure to be followed. When a de- 
partment’s expense figures begin to vary from the budget 
figures, the buyer should be called upon for an explanation. If 
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proper reasons can be given, tbe budget figures should be re- 
vised in the light of the newer conditions ; if there is no adequate 
reason, adjustments must be made as quickly as possible to bring 
the actual expenses into line with the estimates. 

Advertising Budget. 

Included in the expense figures will be found the adver- 
tising appropriation. This item is often of large amount, and 
it frequently receives more attention and consideration than 
any other line of expense. The amount decided upon is gener- 
ally determined according to — 

1. Past experience. 

2 . Present needs. 

It is subsequently allocated (1) to monthly expenditures; (2) 
to departments; (3) to media. 

Statistics showing the proportion of advertising expense to 
actual sales over previous periods, adjusted to take into account 
current conditions, will help in the determination of the amount 
to be spent. Where the merchandising plan does not differ 
much from that of previous periods, it is probable that the ad- 
vertising appropriation will be similar to that of the past. Where, 
however, there is some radical departure from past figures, it 
may be necessary either to increase or decrease the advertising 
appropriation perhaps to a marked extent. Once the total 
amount to be spent over the period has been ascertained, a divi- 
sion into monthly amounts should be made. Sometimes this divi- 
sion is made according to expected monthly sales volume, whilst 
at others particular conditions affecting the need for advertising 
are taken into account. For example, special sales may require 
special advertising ; Xmas or other holiday seasons may demand 
extra expense. It is possible that in both of these cases the extra 
sales gained may mean that the advertising cost per pound of 
sales may be smaller than usual. Again, during slack periods, 
or upon occasions o£ intense competitive advertising, appropri- 
ations are sometimes increased in an attempt to lift turnover 
or meet competition. The best method of determining the 
monthly advertising allowance is to apply to the planned sales 
for each month an advertising percentage figure adjusted in 
the light of the particular needs of each month. 

Monthly Appropriations. 

Where the merchandising and expense figures have been 
dissected according to departments, it is also necessary to divide 
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the advertising appropriation into amounts applicable to each 
department. Frequently the total appropriation is distributed 
to the various selling departments as a percentage of the planned 
sales, though all departments are not given the same percentage. 
As a matter of fact, percentage of advertising expense varies 
widely among the departments, primarily according to the 
nature of the merchandise. As advertising must attract people, 
not only to the department advertised, but to the entire store, 
it is often a wise plan to see that the merchandise having the 
strongest pulling power receives the greatest share of the ad- 
vertising. Frequently, therefore, the advertising percentage is 
larger in style than in other departments. 

Advertising Medium Appropriations. 

In addition to dividing the total appropriation amongst 
departments, it must also be dissected to show how much it is 
proposed to allow to each particular advertising medium. A plan 
should be drawn up showing how each of these forms of adver- 
tising is to be distributed throughout the month. Thus, news- 
paper advertising w’ould necessitate decisions as to what is to 
be ad^T-ertised, on %vhat days, and over what space. Generally, 
in allotting amounts for each medium, a certain sum is held in 
reserve to cover any unforeseen needs or desired increases. 

Alternative Procedure. 

Sometimes the total amount to be spent on advertising is 
arrived at by a reverse method. An investigation is carried out 
to ascertain what methods of advertising will be adopted. The 
amount to be expended in connection with each medium is then 
planned either before or after product or departmental appro- 
priations have been investigated. The total advertising appro- 
priation is built up in this way and comparison is then made 
with the actual amounts expended upon advertising in previous 
periods. Generally the total thus arrived at is reasonably close 
to the amount it is intended to spend because the figures shown 
for past periods are almost always treated as a guide. Thus 
radio advertising cost for last period may have been £1000 and 
it may have already been decided to increase the appropriation 
for this medium by 10 jyer cent, making a corresponding reduc- 
tion in newspaper advertising. In actual practice this method 
varies very little from the one previously described and no 
difllculty should be experienced in arriving at a satisfactory 
appropriation figure once the policy of the organisation is known. 
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Advantages of the Advertising Budget. 

The following advantages arise from budgeting advertising 
expenditures — 

1. The amount to be spent is fixed in advance, and is 
approved by the management at the outset. 

2. A definite plan is laid down setting forth what 
amounts are to be spent and how and when the ex- 
penditure should be made. 

3. The departmental managers know in advance what 
help can be expected from advertising campaigns 
in relation to their own particular lines. 

4. Carefully planned estimates are substituted for 
haphazard advertising policy, so that the adver- 
tising manager can concentrate upon getting maxi- 
mum results from the amounts he has to spend. 

A more detailed examination of the Advertising Budget was 
made in Chapter III. 

The Financial Budget. 

It is not proposed to discuss this in any detail, because it 
is very similar to any financial budget prepared in a manufac- 
turing business, and as described in Chapter V. Of course, there 
are some items which are peculiar to the retail merchandise 
business, and these must be catered for. Generally a large por- 
tion of the total sales will be made for cash, and the amount to 
be expected can generally be calculated by an examination of 
ratios which operated in previous periods. Collections of book 
debts can be estimated in terms of previous experience and little 
difficulty will usually be found in arriving at the amount ex- 
pected from other sources of income. 

The total disbursements can also be estimated very closely, 
and the amount to be spent on the purchase of merchandise can 
be obtained by taking the figures from the merchandise plan 
and estimating what proportion of these must be paid for by 
cash and what terms will probably be available in relation to the 
balance. All operating expenses will have been covered by the 
expense budget, and special disbursements are generally fixed 
in amount. 

The expected balance is, of course, easily arrived at by a de- 
duction of disbursements from collections, and an examination 
of resultant figures will show whether any financial difficulties 
are likely to be met. Where necessary, early provision can be 
made for temporary loan accommodation to cover difficult 
periods. As with all other estimates, attention must be directed 
during the period towards turning the proposed figures into 
actual results, 

Q 
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The Profit & Loss A/c, 

Once the figures mentioned in the foregoing paragraphs 
have hem completed, a Trading A/c and Profit and Loss A/c can 
be prepared, showing the amount of net profit which would be 
realised if the whole of the budget figures were actually attained. 
These results can then be examined to decide whether they are 
satisfactory. The method of approach is, of course, similar to 
that adopted in connection with any manufacturing business, and 
upon completion of the estimates the procedure is also the same. 
If the figures are unsatisfactory, the various budgets may be 
returned to those responsible for their preparation, with in- 
structions to review all figures in order to show improved 
results. This may mean that further examination must be 
undertaken to endeavour to increase sales, to decrease stocks, 
to decrease expenses, or to take some such other action, that 
could have a beneficial effect upon profits. 

A simple form of abbreviated statement showing the net 
profit obtained is shown. In addition to this, of course, 
the ordinary Trading and Profit and Loss A/c would be 
prepared. 

Gmclusion. 

It will no doubt be recognised that much written as descriptive 
of the manufacturing business can be applied to the retail 
merchandising concern, and concentration has been made in this 
chapter upon those factors which are more or less peculiar to 
conditions to be found in the latter. No attempt has been made 
to go into the matter in the greatest detail, because it is felt 
that with the description of budgetary principles contained 
herein and an outline of the methods to be adopted in the case 
of the retail store, sufficient data has been given to make it 
possible for a retail merchandise budget to be prepared success- 
fully. Budgets to cover this type of business are, as a rule, 
not difficult, because the various operations fall into definite 
classifications, and the segregation of the different matters fall- 
ing within the orbit of each particular budget is simple. If the 
factors explained in this chapter are borne in mind, and an 
intelligent, commonsense attitude is adopted towards any pro- 
blems peculiar to any particular business, the completion of a 
satisfactory budget plan can be undertaken with confidence. 
Furthermore, it will generally be found that a satisfactory 
degree of accuracy in budgetary statements is much more 
quickly achieved in the case of the retail merchandise type of 
business than with the manufacturing business. 
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Chaptihr VIII 


MULTIPLE BUDGETS 


Introductory — development of variable budgeting — distinction be- 
tween fixed and variable budgeting — ^method adopted — preparation 
of the multiple budget. 

Introductory, 

The foregoing pages have attempted to describe the prepara- 
tion of the various budgets which, together, form a fixed bud- 
getary programme for the business. It has already been men- 
tioned that budgeting is a comparatively new development in 
business, instances prior to the war being somewhat isolated. 
In its early history the general concept seemed to cover the 
preparation of figures thought to be expressive of what the 
business could reasonably expect during the budgetary period 
but the whole idea was definitely static and at first it was 
assumed that that budget would largely lose its value which 
permitted any alteration in the original estimates — it was a 
fixed budget. 

Underlying this idea also was the thought that once an 
alteration was permitted, a precedent would be established which 
would possibly ultimately mean that little or no attempt would 
be made to realise the estimated figures, for it would be a case 
of amending the budget to fit in with actual conditions, rather' 
than making every effort to reach the estimates that had been 
planned. The whole weakness of this position lay in the difficulty 
of estimating with accuracy, sales and production for the coming 
period. Particularly with a fixed budget accuracy is the great 
essential. Obviously, where sales are estimated at £100,000, the 
value of the budget is considerably decreased where turnover 
reaches only £70,000. There would, of course, be many benefits 
attaching to the preparation of the budget and particularly to 
the planning concept, but most of the figures would be out of 
line from a control standpoint. 
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Development of Variable Budgetiiii:, 

"With the development of emphasis oh ^^ControV^ this draw- 
back became increasingly evident. It was necessary to be able 
to compare results with what was planned in order that the 
budget might reach its real significance, yet more and more it 
became evident that this was difficult unless the planned and 
actual were reasonably in harmony. Research was therefore 
directed towards methods whereby inaccuracies would not so 
much interfere with budgetary control value. The first advance 
took the form of an analysis into various classes of expenditure, 
and ultimately there came the distinction between fixed, variable 
and semi-variable expenses. 

The American National Industrial Conference Board, in its 
report on Budgetary Control in Manufacturing Industry 
(May 1925), dealt with this matter in the following terms — 
Where estimates of variable items, based on normal opera- 
tions, usually 80 per cent to 90 per cent of capacity, have been 
prepared, a problem arises in the adjustment of such estimates 
so that they will co-ordinate with the varying volume of produc- 
tion, and thus be comparable from month to month or week to 
week, with the actual expenses. When such co-ordination is 
effected, the degree of economy used in expense administration 
can be determined. An occasional company divides the expenses 
between fixed and variable, but as yet makes no attempt to 
adjust it to volume of production. Comparisons with such un- 
adjusted figures are futile. Some companies adjust the estimates 
in advance to three separate levels, to correspond with three 
volumes of manufacturing activity, maximum, average and mini- 
mum — or abnormal, normal and subnormal. One company 
specified 100 per cent, 50 per cent and 25 per cent. Some use 
a sliding scale currently. A wire manufacturing company pre- 
pares in advance a series of factors, one for each item of variable 
expense group from which, by computation, the respective items 
as budgeted can at any time quickly be adjusted to a level 
more comparable with production volume than is the result 
obtained when a ^ngle percentage is used for all variable items. 

A similar method is the use of percentage rates of vari- 
ability, namely, estimate in advance the percentage of variability 
of each expense item to production volume. These rates are 
listed in conjunction with the respective items and used as co- 
efficients with percentage fluctuations in production, e.g. If 
expense item normal was 500 dols. with an estimated variable 
rate of 30 per cent and if normal labour hours for the week in 
a certain department were 3,000 then if the hours actually 
worked were 3,600, production increase would be 20 per cent, 
which, applied on the 30 per cent variability rate, would give 
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6 per cent increase, or 30 dels, for that particular item, thereby 
making 530 dols. the total burden. For quick computation, 
comparison and control, an average variable rate is sometimes 
used for each group of budgeted items, and another average 
rate for total manufacturing expense. 

Some companies that use the single percentage method of 
adjustment, compute estimates, budgets at different percentages, 
volumes of activity from, say, 30 per cent to 100 per cent or 
even to 110 per cent. Some start at whatever percentage is 
necessary to maintain a minimum organisation and provide the 
necessary facilities to carry on a going business. The percentages 
are stepped up to intervals of 5 per cent or 10 per cent. Some- 
times charts are prepared on which curves are plotted for these 
points, to be used in determining a fair allowance, called curved 
allowance, for any intermediate point. All of these methods are 
good in proportion as they conduce to accuracy in measuring 
the estimated with the actual. The estimates as adjusted to the 
different levels of production may be furnished to each foreman. 
At the end of each week the accounting office should render to 
each foreman a report showing the men in parallel columns and 
by kinds of expenses a comparison of — 

1. The budgeted amounts as adjusted to the capacity 
actually worked in his department. 

2. Actual expenses. 

3. Amount of variance. 

4. Percentage of realisation, or amount allowed divided 
by actual. 

At the end of each month a summary report of operations by 
departments should be prepared of the entire plant for review 
by the officers. 

Distinction between Fixed and Variable Budgeting. 

Nothing in the foregoing paragraph nor anything which 
appears subsequently should be inferred as meaning that a 
fixed budget has practically no value. Nothing could be further 
from the truth. Practically every concern begins with a fixed 
budget and some develop later into variable budgeting. It is 
safe to say, however, that budgetary control would have achieved 
only a fraction of its popularity if it had not been for the com- 
parative simplicity of fixed budget installation. It should also 
be remembered that it is not every concern which has either 
the organisation or the statistical data necessary for a com- 
mencement of variable budgeting. It is true that the fixed 
budget is under the great handicap of having its control value 
largely proportibnate to the accuracy in estimates. Nevertheless, 
as an incentive and also as a stepping-off point for the gradual 
conversion to variable budgeting, the fixed budget is a most 
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valuable management device. This aspect of the matter can be 
summed up in a practical way by suggesting that each concern 
which has no complete costing system should prepare a fixed 
budget for its operations, gradually extending control by allow- 
ing for variable elements until finally, complete variable budget- 
ing is in operation. 


Figure No. 65. 
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Method Adopted. 

The first advance towards controlling expenses in relation 
to turnover took the form of the preparation of what were 
actually a number of budgets, calculated on varying turnovers. 
Generally three budgets were prepared; the first based on the 
turnover which was considered most likely to be realised; the 
second based on the lowest turnover anticipated by the company ; 
and the third based on the absolute maximum turnover possible. 
Sometimes these three budgets were used to control the expenses, 
and, where the sales turnover did not coincide with any one of 
the three figures, the expenses actually incurred were adjudged 
reasonable or otherwise according to the information given by 
the figures already prepared. 

This was a step in the right direction, but left much to be 
desired. The difference between the expected turnover and 
either the maximum or the minimum allowed too much latitude 
in the matter of expenses incurred. It was still difficult to 
control expenses in the way desired. Under certain circum- 
stances a business could still show an unfavourable result, which 
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would not be disclosed because there would not be any basis of 
comparison between actual performance and any of the budget 
figures. 

To reduce the possibility of discrepancies the number of 
budgets was sometimes increased. Where £80,000 represented 
the turnover which would probably be realised, and £100,000 
and £60,000 represented the maximum and minimum turnovers 
respectively, budgets were not only prepared for these pro- 
grammes, but were also set up for, say, £70,000 and £90,000 as 
well. This would mean that there would be five budgets in all. 
Thus, though it was thought that the figure of £80,000 would 
be reached, the necessary figures for a margin of £20,000 more 
or less were available. If £75,000 was the actual figure attained, 
it was a comparatively simple matter to arrive at the control 
figures for this amount by an examination of the £70,000 and 
£80,000 schedules. If the actual sales amounted to £72,000, the 
expenses should be little more than those planned for the 
£70,000 schedule. If they approximated those set down for 
£80,000, then it would be known that they would be too high, 
and attention would be directed towards promoting economies 
of some kind to bring the future results into line. The idea 
behind the preparation of such schedules was simply to promote 
comparisons between the actual and the planned. In other 
words, the questions of comparison and control were recognised 
as being of increasing importance. This type of budget is known 
as the Multiple Budget, and an example is shown in Figure 
No. 65. 

Preparation of the Multiple Budget. 

In the case of a company whose sales during the previous 
term for example totalled £215,000, it may be anticipated that 
owing to general business recovery, record sales of £250,000 
should result. It may also be considered that if the general re- 
covery is accelerated it is possible that the business may reach 
£275,000. On the other hand, if there is anything in the nature of 
a set-back early in the budgetary period, the gain might be only a 
normal one, resulting in a turnover of £225,000. The company 
finding itself in this position could prepare a multiple budget 
covering the three turnovers. This would, of course, entail the 
calculation of production and other expenses as they would 
result at turnovers of £225,000, £250,000 and £275,000. 

These calculations would usually be made in the following 
manner — 

1 . The expenses would be estimated in relation to the three 
turnovers, irrespective of the proportions of fixed and variable 
expenses. In other words, a fixed budget would probably be 
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prepared to cover a turnover of £250, OOp. An analysis designed 
to show what reduction in expenses could be expected in the 
event of sales reaching only £225,000 would then be made. 
Furthermore, the extra expense incurred in obtaining a turnover 
figure of £275,000 would also be calculated. Actually, in order 
to calculate these figures some notice might be taken of the 
fixed and variable expense proportions of the total amount of 
each expense, but it would not be done in any systematic or 
scientific way such as is described in the second alternative. 
This is the common method of setting up a multiple budget, and 
can be regarded as the logical advance from the fixed budget 
stage. Most concerns preparing this form of budget would 
probably have had a fixed budget over a number of periods, 
and, impressed with the necessity for greater accuracy and 
greater control, would decide to limit the margin of error pos- 
sible from a difference in actual turnover compared with that 
estimated in the fixed budget. 

In illustration of this method the following practical 
example of estimating labour costs for a particular department 
can be given. By a conference with the superintendent it may 
be learned that for every change of 15 per cent in the activities 
of the department an inspector must be taken on or can be 
dropped. Alternatively, it may be agreed that when depart- 
mental production reaches a certain level the foreman may be 
permitted an assistant, but below that level he must handle the 
work alone. A similar investigation can be made in relation to 
all the labour costs of the department. From the information 
thus gained the various percentage factors can be computed. 
When these have been worked out, the list may appear some- 
what like this — 
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This means that if the volume for Dept. 1 as measured by 
production labour used is below normal by between 15 per cent 
and 20 per cent, the actual percentage deficiency multiplied by 
the factor '362 will give the proper deduction from the normal 
budget. For example, if expenses in Dept. 1 for normal pro- 
duction are fixed in the normal budget at £4,000 per month, 
82 per cent of this normal activity would call for a deduction 
of -362 times 18 per cent, multiplied by £4,000. Thus, the 
corrected budget would stand at £3,739. 

2. The expenses for the three turnovers could be prepared 
by means of a thorough examination of the proportion of fixed 
and variable expense in relation to each one, and the amount 
would be applicable to each turnover concerned. Where an 
expense was partly fixed and partly variable, the proportions 
would be taken into account. The method of arriving at 
proportions of fixed and variable expenses is shown in the next 
chapter. 

Where it is desired to arrive at departmental estimates for 
a number of turnovers the following programme could be 
adopted — 

1. Decide upon the unit of output for a department 
for example, yards, pounds, pieces processed or 
direct hours worked. 

2. Calculate the number of units of output resulting 
from 100 per cent departmental capacity. 

3. Determine present rate of capacity. 

4. Set down all current expenditures being incurred 
at present rate of capacity, eliminating unusual 
expenditure and making maximum reductions pos- 
sible in all other expenses. 

5. Step up and down the various expenses for each 
5 per cent increase and decrease respectively in 
productive capacity, reviewing each item for possible 
reductions. 

6 . Furnish copy of expenses to departmental executive. 

The head of the department should have some part in 
making these estimates. Indeed it would frequently be most 
difficult to prepare them without him. 

From the results obtained from such procedures as the 
foregoing, it was soon found that it was possible to arrive at 
a percentage of variability where expenses in relation to the 
turnovers covered by the multiple budget had been divided 
into variable and fixed expenses. With this information avail- 
able it became apparent that it would be possible to prepare 
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budgets covering any turnover of reasonable amount, with very 
little extra cost or work. No matter what sales were actually 
obtained, the expenses allowable to net a certain amount of 
profit could be readily ascertained. If the expenses exceeded 
the amount shown as being allowable, economies would be neces- 
sary. This control became a vital factor, able to be exercised 
with a reasonable degree of certainty no matter what turnover 
was obtained. The further development of variability is 
explained in the following chapter. 
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PROFIT CONTROL 


Types of costs — ^methods of ascertaining variability — break-even 
point — ascertaining the amount of profit — ^profit control charts — 
calculation of turnover required — the new approach to profits — 
estimating results of price reductions. 

Types of Costs. 

In order to understand the principles and methods of pre- 
paration of purely variable budgets, it is necessary to examine 
the various types of expenses which go to make up total costs. 
In any business there are certain expenses which vary directly 
in proportion to production and selling, and others which vary 
according to these without there being any fixed relationship. 
In addition there are other costs which are incurred whether 
there is any activity or not. These various types of cost have 
been named — 

1. Fixed Costs, 

These represent that portion of the total cost which exists 
irrespective of the volume of the business done and without any 
regard to fluctuations. 

Fixed Costs have been divided into three kinds — 

i. Costs which exist even if the business was closed 
down entirely — ^sueh as rates, taxes and insurance. 

ii . Costs which are incurred in maintaining a minimum 
organisation as a going concern — such as telephone 
rental, cleaning, heating and lighting. 

iii. Costs which in the ordinary course of running the 
business are treated as fixed either from the point 
of view of usual practice or of policy — such as 
managerial charges, clerical salaries etc. 

2. Variahle Costs, 

These include all items which ordinarily vary directly or 
indirectly with the amount of production or sales and bear some 
relation to such. 
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Variable costs can be further divided into True Variable 
and Partly Variable. The True Variable Cost is one which 
fluctuates directly in accordance with the production (or in the 
case of selling expenses, with turnover) and the Partly Variable, 
whilst increasing with production or sales increases, does not 
do so in any fixed ratio. It is also necessary to take into account 
those costs, part of which are fixed, whilst the other part varies. 
These are sometimes known as Fixed- Variable Costs. In the 
case of telephone charges, for example, the rental portion is 
a fixed charge, and would be incurred even though no produc- 
tion or sales took place, unless all services were disconnected. 
The expense representing call charges would be partly variable 
cost, as it would not increase in direct ratio to any production 
or sales increase. 

The best examples of variable costs are the direct items of 
materials and production labour, which vary directly with 
the amount of production, and bear practically a constant rela- 
tionship to it. Manufacturing supplies can be regarded as being 
almost of the same type. At the other end of the scale there are 
such fixed expenses as executive salaries and rent, which do not 
vary with volume. It is between these two groups that most 
expenses will be found. They are generally those which vary 
with volume, but not in any direct ratio. They can be reduced 
in amount when production volume is decreased, but they can- 
not be altogether eliminated. For example, foremen’s wages 
may be reduced where volume becomes less, (e.g. from £10 per 
week when the factory is extremely busy to £8 per 'week when 
things are slack) but it is highly improbable that this expense 
will fall to the same degree as production. Fixed Variable (or 
Semi- Variable) Costs really contain a fixed element and a 
variable element, but here again the latter seldom bears any 
fixed relation to turnover. The example given above in relation 
to telephone expenses shows that the fixed portion of this semi- 
variable item w’as represented by rental and the variable by 
call charges. To the extent, therefore, to which semi-variable 
expenses change with the volume of business, they are variable ; 
to the extent to which they do not change, they are non-variable. 
In order to ascertain the part played by volume in results to 
be achieved it is necessary to determine as closely as possible 
the nature of each type of expense and the classification which 
can be applied to it. 

While production expenses have in the main been men- 
tioned, it must be realised that the selling expenses can also 
be divided into similar classifications. The salary of the Sales 
Manager would be a fixed expense, salesmen’s travelling ex- 
penses would be partly variable and salesmen’s commission (if 
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calculated purely upon sales made) would be true variable. 
If salesmen were given a retainer and a commission on sales, 
their total remuneration would be classed as fixed-variable, 
the retainer being the fixed portion and the commission being 
variable. All of these expenses wmuld, of course, be considered 
in relation to sales volume. 

A clearer conception of the division of expenses may be 
gained from the following classification, which, however, must 
be treated as being of general interpretation only, as a fixed 
expense in one business may be variable in another — 


Manufacturing Expense, 
Administrative Salaries 
General Payroll 

Production Office Salaries 
Cost Office Salaries 
Purchase Dept. Salaries 
Fuel 

Power and Light 
Eepairs and Maintenance 
Insurance 
Office Supplies 
Telephone and Telegraph 
Factory Travelling 
Freight Inwards 
Materials 

Depreciation — Buildings 
Bates and Taxes 
Depreciation — Machinery and 
Equipment 

Selling and Administrative Ex- 
pense. 

Administrative Salaries 
Salesmen's Salaries 
Salesmen's Expenses 
Accounts Salaries 
Printing and Stationery 
Postages and Telegrams 
Telephone 
Donations 
Audit Fees 
Delivery Expenses 
Bank Charges 


Fixed 

Portion Fixed, portion Variable, 
portion Partly-Variable. 

Fixed 

Fixed 

Fixed 

Fixed Variable 
Fixed Variable 
Fixed Variable 
Fixed Variable 
Fixed Variable 
Fixed Variable 
Fixed Variable 
Variable 
Variable 
Fixed 
Fixed 

Fixed Variable 


Fixed 

Fixed Variable 
Fixed Variable 
Fixed Variable 
Fixed Variable 
Fixed Variable 
Fixed Variable 
Fixed 
Fixed 

Fixed Variable 
Variable 


Methods of Ascertaining Variability. 

Taking the two broad divisions of Fixed and Variable 
Costs, it will be understood that the sales price of an item is 
made up of Fixed Cost, plus Variable Cost, plus Profit (or 
minus Loss). Expressing this in a different way, it can be 
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stated that the difference between Variable Cost and Sales Value 
represents the contribution to Fixed Cost and Profit. Thus, an 
item which is sold for £1 and has a variable cost of 12/-, shows 
an amount of 8/- for fixed cost and profit. If it is known that 
the fixed cost is 5/-, the profit must be the remaining 3/-. This 
procedure can be extended to cover the statistics relating to 
the whole business, but it is first essential to calculate the per- 
centage of variable cost. One of the methods by which this can 
be done is to divide the difference between maximum sales and 
the minimum sales into the difference between the cost of maxi- 
mum sales and the cost of minimum sales. If it was estimated 
that the greatest amount of business possible would be £100,000, 
while the absolute minimum would be £50,000, and that the 
former would cost £65,000 and the latter £40,000, then the per- 
centage of variable cost would be £50,000 divided into £25,000. 
This would equal 50 per cent Variable Cost. 

Maximum Turnover . . £100,000 Cost of Maximum Turnover £65,000 

Minimum Turnover . . £50,000 Cost of Minimum Turnover £40,000 

Difference . . . . £50,000 Divided into , . . . £25,000 

Therefore Variability is 50%. 

The principle involved is simply that in the subtraction of one 
cost from another the fixed expense which is common to both 
amounts is eliminated. It has been termed the ‘‘Degree of 
Variability^* formula. 

This procedure can be followed in relation to every class 
of cost. In the illustration given before of telephone expense, 
it may be found that the fixed cost would amount to £10 per 
year and the variable cost would work out at *0125 per cent. 
If the turnover was £100, on this basis the telephone expense 
should amount to fixed cost £10, plus 100 times *0125, equalling 
£1/5/-, and totalling in all £11/5/-. If the turnover was 
£1,000, it should equal £10, plus £12/10/-, equalling £22/10/-. 

This method, of course, assumes that the variable portion 
of the expense always increases in the same proportion as sales 
or production volume. This may not always be the ease, but with 
good reason the method ignores any differences caused on this 
account, as general discrepancies are small. Actually telephone 
expense would generally be represented by a normal curve 
whilst a straight line would represent the results under this 
method of calculation. 

Later, other methods of arriving more accurately at the 
proportions of fixed and variable costs under various sales or 
production volumes will be considered, but for the present this 
method supplies an easy and reasonably satisfactory method 
of approach to the study of Profit Control. 
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Break-even Point. 

It is possible to extend this principle to ascertain the amount 
of turnover required to cover the total amount of expense, or 
to make a certain pre-arranged profit. The amount of turnover 
necessary in order that there shall be neither profit nor loss is 
termed the ^‘Break-even Point.’’ Where a business has a 
turnover of £250,000 per year, its fixed cost representing 
£50,000, and its variable cost percentage equalling 70 per cent, 
the profit should amount to £25,000. This is arrived at in the 
following manner — 

Total Sales £250,000 

Less Fixed Coat 50,000 

Less Variable Cost (70% of £250,000) 175,000 225,000 

Profit . . . . £25,000 


To find the break-even point it is necessary to multiply the 
amount of the fixed cost charges by 100, dividing by the per- 
centage which the fixed charges represent to the whole. Thus, 
in the -case given above, the fixed charges £50,000 should be 
multiplied by 100 and divided by 30, because variable cost is 
70 per cent. The break-even point is therefore the quotient 
£166,666/13/4. This answer can be proved as under — 


Fixed Costs £50,000 

Variable Cost (70% of £166,666/13/4) . . 115,666/13/4 

Total of Sales .. £166,666/13/4 


No clearer view of the effect upon a business of the ratio 
existing between fixed and variable costs can be obtained than 
through the illustration of various examples. In the case already 
given, if the fixed cost could be reduced to £40,000, the break- 
even point would be £40,000, multiplied by 100, divided by 
30, equalling £133,333/13/4. 

If the fixed cost remained at £50,000, but the variable cost 
was reduced to 60 per cent, the break-even point would be 
£50,000, multiplied by 100, divided by 40, equalling £125,000, 
as in this case fixed costs would represent 40 per cent. 

Ascertaining the Amount of Profit. 

The same formula can be applied to ascertain the profit 
or loss likely to be made on any volume of turnover. Return- 
ing to our original example of a fixed cost of £50,000, and a 
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variable cost of 70 per cent, we are able to tell what profit 
or loss there would be in the ease of a turnover of, say, 
£300,000. 

Fixed Cost £50,000 

Variable Cost (70% of £300,000) 210,000 

£260,000 


Profit Equals £40,000 


The effect which percentages of fixed and variable costs have 
upon profits at varying turnovers is best shown as under. 
Four businesses are each making £3,000 profit. The particulars 
in relation to each business are — 


Percentage contributed to Filed Cost and Profit — 

Business No. 1 20% 

„ „ 2 30% 

„ „ 3 40% 

„ „ 4 50% 


No. 1 

No. 2 

No. 3 

No. 4 

Variable Cost . - 
Fixed Cost . . . . 

Profit 

Sales . , . . . • 

24.000 
3,000 
3,000 

30.000 

21,000 

6,000 

3,000 

30,000 


15.000 

12.000 
3,000 
30,000 


Though each business has made £3,000 on a turnover of 
£30,000, the difference in the ratios of fixed and variable costs 
means that there is a different break-even point in each case. 
Thus — 


BBEAK-EVEN POINT. 


No. 1 

No. 2 



Variable Cost 

Fixed Cost 

Profit . • . . . . 

Turnover , . . . 

12,000 

3,000 

Nil 

15,000 

14.000 
6,000 

Nil 

20.000 

13.500 
9,000 

Nil 

22.500 

12,000 

12,000 

Nil 

24,000 


The above illustration shows that because in No. 1 business 
the fixed cost is only 20 per cent, the amount of sales necessary 
to break even is only £15,000. In the ease of No. 4, the fixed 
00 ^ reaches 50 per cent, and it is necessary to obtain £24,000 
worth of sales in order that all costs may be recovered. It is 
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now possible to gauge the effect of decreased or increased turn- 
over in each of the above cases. If turnover falls to £25,000, 
the following position would be disclosed — 



No. 1 

No. 2 

No. 3 

No. 4 

Variable Cost . , 

Fixed Cost . . 

Profit 

Turnover 

H[ 

17,500 

6,000 

1,500 

25,000 

15.000 

9.000 

1.000 

25.000 

12,500 

12,000 

500 ^ 
25,000 

Tn the event of a £15,000 turnover the position would be — 

Variable Cost . . 

Fixed Cost 

Loss 

Turnover 

12,000 

3,000 

Nil 

15,000 

10,500 

6,000 

1,500 

15,000 


7.500 
12,000 

4.500 
15,000 

If, however, there was an increase in turnover to £40,000 the posi- 
tion would be — 

Variable Cost . . 

Fixed Cost . . 

Profit 

Turnover 

32.000 

3.000 

5.000 

40.000 

28,000 

6,000 

6,000 

40,000 

24.000 

9.000 

7.000 

40.000 

20,000 

12,000 

8,000 

40,000 


As a. rule to be followed, therefore, it can be stated that 
the best business is that ^h the lowest variable cost consistent 
with a break-even point b^low the smallest volume of business 
which there is a reasonable probability of obtaining. 

From the foregoing the following conclusions can be 
drawn — 

1. That the effect of increased turnover on profits is 
determined by the amount of fixed costs arid the 
percentage of variable costs. 

2 . That better prices would frequently give more satis- 
factory results than increased turnover. 

3 . To increase profits it is necessary firstly to attempt 
a reduction of fixed costs and secondly a reduction 
of the percentage rate of variable expense. 

Profit Control Charts* 

The matters outlined in this chapter can be reduced to 
diagrammatic form. 

In Figure No, 67 the line A.C. represents sales capacity, 
the line A.B. is the sales line and B.C. is the amount indicator. 
The line E.F. represents fixed costs and it will be noted that 
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tbe TtriaMe eost line B.D. commences from the fixed cost line. 
In this figure 100 per cent sales capacity would mean a sales 
voiuine of £50,000. Fixed costs amount to approximately 
£9,000 and variable costs increase at such a rate as would enable 
the business to break even at 48 per cent capacity which would 
give sales amounting to £24,000. This is indicated by the point 
G, It will be noted that the current sales position shows 64 per 
cent capacity totalling £32,000 sales (H.). In order to earn 
6 per cent on capital it would be necessary to increase sales to 
:^6,CKK) which would represent 72 per cent of capacity. In this 
instance the budget has been fixed at 76 per cent capacity which 
means that the sales budget shows a total of £38,000 (K.), 

Graphs of this kind can be used to illustrate the effect of 
var3ning the proportions of fixed and variable expenses. For 
example, there may be a low profit potential due to high vari- 
able and fixed costs. Again, the variable cost line may rise more 
sharply and be more than offset by a lower fixed cost line. This 
would have the effect of bringing the break-even point to a 
much lower sales capacity. 

Figure No. 68 shows a profit control chart. It is thought 
that after the previous illustrations it should not be difficult to 
understand what this is intended to convey. In dissecting the 
various costs, the first line is the fixed cost line, which is shown 
throughout as £7,500. The next represents direct materials, 
which, of course, is a variable, as indeed are the remainder of 
the expenses. These are Direct Labour, Manufacturing Expense, 
Administrative Expense and Selling Expense. It should be 
remembered that some proportion of each of these items will 
be included amongst the fixed costs. The total of these various 
amounts is shown bv the total costs line, the actual figure being 
£38,750 at lOO per cent capacity (including allowance for In- 
come Tax). The break-even point is at 38 per cent and actually 
sales amounting to £19,000 must be secured at the ratios of 
cost shown in the figure in order to cover all expenses. From 
this point profit begins in the business, and the first appro- 
priation is for Income Tax, which is a variable expense. The 
next charge would be Preference Dividends which would gener- 
ally be fixed. Finally there wonld be a variable element, 
Ordinary Dividends, heeanse in all probability they would be 
increased as profit became larger. Finally the balance of profit 
represented in the chart by the small triangle at the top of the 
chart would be the appropriation to reserve. An analysis of the 
chart shows that it takes 52|% of sales capacity in order to cover 
preference dividends as well. The ordinary dividend can be paid 
only by achieving a 80| per cent sales capacity. 
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It will be easy to see how valuable a chart of, this kind 
can become, as once the amount of fixed cost and variable 
expenses is known, it is possible to arrive at the sales turnover 
required to cover any or all of the expenses plus any required 
profit. Its uses can be set down as under — 

1. To compare sales, costs and profits for* any turn- 
over. 

2. To determine the amount of sales necessary in order 
to break even, to pay preference dividends, to pay 
ordinary dividends or to procure any specific 
amount of profit. 

3. To compare probable earnings of different busi- 
nesses. 

4. To arrive at the total increase in sales necessary to 
justify extra capital expenditure for, say, plant 
extension. 

5. To determine the amount of increase in sales neces- 
sary to balance a specific reduction in selling prices. 

6. To estimate the effect upon profits of changes in 
wages cost, materials cost or some other such factor. 

7. To determine whether a large order at a cut price 
would be worth while. 

8. To determine probable unit costs at varying levels 
of production. 

Consideration can now be given to the method of ascertain- 
ing the turnover necessary to reach a pre-arranged amount of 
profit. The degree of success attained by management generally 
depends upon the amount of net profit earned and particularly 
its relationship to capital employed. This rate of return should 
be adequate and should take into consideration, not only the 
nature of the industry, but the risk it entails as an investment. 
The more hazardous the investment risk, the greater should be 
the profit return. Therefore, a mining company should pay 
greater dividends than an insurance company. It is, however, 
impossible to lay down any arbitrary amount as being the fair 
profit return which could be reasonably expected. In some 
investments 3 per cent might be satisfactory, whilst in others 
20 per cent may be looked upon as low. 

Calculation of Turnover Required. 

With a knowledge of the desired profit, it is possible to 
work back to ascertain the amount of turnover necessary in 
order to produce such profit. A company with a capital of 
£500,000 desires to pay an 8 per cent dividend, to be able to 
set aside £10,000 for taxation reserve and fM,CK)0 for general 
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reserve. Tlie total amount of profit necessary is therefore 
£70,000. It is known that the fixed charges amount to £ 100,000 
and variable cost percentage is 80 per cent. This would mean, 
therefore, that the total profit, pins fixed charges (£ 70,000 pins 
£100,000, eqnals £170,000) equals 20 per cent. The turnover 
(100 per cent) would therefore be £850,000. The position would 
actually be — 

Fixed Cost £100,000 

Variable Cost 680,000 (80%) 

Profit 70,000 

Turnover . . . . . . £850,000 

In dealing with the preparation of the Sales Budget 
(Chapter II) mention was made that one of the methods em- 
ployed in fixing upon the turnover to be budgeted for was 
known as ^‘Prom the Top Down.’' Where this idea is pro- 
ceeded with it is generally found that the amount of sales is 
fixed by the executive, and he would keep current conditions 
and reasonable prospects in mind. For example, with the 
amount of profit just given, the executive may insist that, 
though the sales for the previous year were £780,000, it is 
necessary that they be increased to £850,000, and the sales 
manager is asked to proceed with this idea in mind and to reporl 
to the executive in due course his proposals in order that this 
figure may be realised. It must be noted that if the sales manager 
adopted the attitude that it was quite impossible to obtain the 
increased amount no matter what steps were taken, it may still 
be within the powers of the management to obtain the required 
profit of £70,000 on a turnover equalling the previous year’s 
figure of £780,000, by a reduction in the variable cost percentage 
rate from 80 per cent to, say, 71*76 per cent. Such a proposition 
would, of course, not be an easy one, but may represent the 
lesser of two evils, rather than trying to increase turnover. If 
the variable rate was reduced in this way, the position would 
b C " - 

Fixed Cost £100,000 

Variable Cost .. .. 610,000 (71-76% of £850,000) 

Profit 70,000 

Tiiraover . . . . . . £780,000 

The New Approach to Profits* 

The principle contained in this method of planning is a 
comparatively new one. Once the sales figure has been arrived 
at, a deduction is immediately made to cover the amount of 
profit required. The balance is then available for the costs 
which will be incurred in processing and selling the amount of 
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goods represented in the turnover figure.^ The difference between 
these two approaches can be set down as under — 

The Older Method — 

Sales Turnover, less Costs, equals Profits. 

The Newer Method — 

Sales Turnover, less desired Profits, equals Costs. 

The second method is one in which the necessity for profits 
is placed in true perspective and proceeds from the viewpoint 
that the first deduction from sales income should be the profit 
which the business can reasonably expect and desire, and that 
the business itself must in some way learn to live within the 
balance of the income that is available. On the face of it this 
seems to be something of an idealistic proposal and one which 
could not be realised in many instances. It must be borne in 
mind, however, that if careful attention is devoted to analyses 
and preparation of figures, and providing the profit is a reason- 
able one and corresponds with the amount which could ordin- 
arily be taken as representing a fair margin, the business itself 
should be able, at least in ordinary times, to control its costs 
so that they do not exceed the balance available for this purpose. 
When the costs have been examined, and the various individual 
items have been allocated, so that in total they are within the 
required amount, the next step is the control of operations so 
that the actual costs do not exceed these budgeted figures. 

Estimating R^ults of Price Reductions. 

It is sometimes necessary to ascertain the effect of a 5 per 
cent reduction of price in a commodity where it is expected that 
such reduction will mean an increase in sales. For example, if 
sales, at present £80,000, could be increased by £20,000 if prices 
were reduced by 5 per cent, would this be worth while, assuming 
a variable expense rate of 70 per eentt The remaining 30 per 
cent would be the contribution to fixed cost and profit. By 
reducing the price 5 per cent, a loss of £4,000 on present sales 
would teke place, but a profit of 25 per cent of £20,000, would 
be secured. Therefore, the net gain in profit would be £1,000, 
by making the reduction. It is frequently not realised what a 
difference to profits a reduction or an increase in sales price can 
make. Where a business is obtaining a profit percentage of 
35 per cent and it decides to reduce the price so that only 25 
per cent is obtained, the percentage increase in turnover neces- 
sary to keep the amount of profit the same would be 40 per cent. 
(See Figure No. 69.) 

This is typical of the method to be adopted in obtaining the 
various information which profit charts can give. It is now 
possible to examine the Flexible Budget. 



Chapter X 


FLEXIBLE BUDGETS 


Definition — confusion in terminology — six methods of preparation 
— the first method — the second method — ^the third method — the 
fourth method — the fifth method — the sixth method — conclusion. 

Definition. 

A Flexible Budget has been described as — 

‘^One so constructed as to provide a ready means of com- 
puting exact budget figures for any particular volume of busi- 
ness and establishing the means of direct comparison of actual 
operating results with definite standards. (J. R. McKenzie in 
^‘The Australian Accountant/* October 1936.) 

Commenting upon the necessity for the Flexible Budget, 
the explanation was added — 

However much time and thought is given to the prepara- 
tion of a budget in the hope that the activities, the expenses 
and the final profit as stated in the budget will be exactly as 
realised without any change, such a hope, in practically every 
case, is certain to be unrealised. When a budget is fixed at the be- 
ginning of an operating period, and is allowed to stand without 
adjustment for volume fluctuation, it loses its value as an operat- 
ing tool for the department heads who are responsible for con- 
trolling the various phases of the business. As conditions change 
and the budget figures remain fixed, interest in striving to 
achieve budget gradually dies. Budget figures are either im- 
possible to meet or they are too easy. To be effective a budget 
must carry within itself the means for making adjustments and 
changes, so as to be on a comparable basis to changed conditions 
as they arise, ... It is a phase of budgeting which is of especial 
importance in periods of fluctuating or abnormal conditions, but 
it is also necessary in times to be considered normal** 

Confusion in Terminology. 

There is some confusion in thought or possibly more in 
terminology in relation to the expressions ‘^Variable Budget** 
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and ^‘Flexible Budget/’ Possibly owing to the newness of the 
subject there has been no attempt to crystallise thought to the 
extent of formulating definitions which would remove any 
possible ambiguity in relation to these matters. Some speakers 
and writers have in the past referred to either a Flexible Budget 
or a Variable Budget when they actually had in mind what 
has been described in these pages as a Multiple Budget. 
Similarly, the budget herein referred to as Flexible” is often 
called a ‘‘Variable Budget.” Flexible seems to be the old term, 
the word “variable” becoming increasingly used, seemingly 
largely on account of the importance placed upon the amount 
of the variable expense in preparing this type of budget. This 
situation has not been clarified by a book by J. H. Williams 
on “The Flexible Budget.” In this book the type of 
budget prepared, whilst being flexible in nature and correspond- 
ing largely with the ordinary flexible budget, nevertheless par- 
ticularly stresses the importance of control through individual 
members of the organisation. Whilst there is always such an 
element in all budgetary control, the relationship is made almost 
fundamental, largely forming the main theme described. This 
type of budget is described in the next chapter under what ap- 
pears to the wTiter to be a more suitable title — ^“the Functional 
Budget.” In this book, the term “variable budgeting” is used 
to cover all methods of budgeting other than the Fixed Budget. 
Of such methods, three are described herein — the Multiple 
Budget, the Flexible Budget and the Functional Budget. 

Methods of Preparation. 

The aim of flexible budgeting is to show the expenses and 
results which should be realised in relation to actual turnover 
achieved. As soon as production output and sales volume for 
a particular month or period are known, it is possible and neces- 
sary to calculate the total expense which should have been 
incurred and therefore the total profit which should have been 
obtained. These figures are then compared with actual results 
and remedial action taken where necessary. Where the com- 
parisons are made at short intervals the degree of control is 
immeasurably strengthened, the main reason being that a true 
comparison becomes possible — a comparison between actual 
results for a given volume and budgeted standards for the same 
volume. 

It is now proposed to discuss various methods of preparing 
a Flexible Budget. The old adage that there is no royal road to 
learning can be extended to flexible budgeting. Actually, where a 
complete and satisfactory system is required, a costing installa- 
tion is necessary and this latter should be sufficiently compre- 
hensive to give the fullest information so as to enable a constant 
check upon discrepancies between actual and budgeted figures 
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to be made. It is because of this that a fixed budget is generally 
recommended in all eases where such a costing system is not in 
vogue. Nevertheless it is possible to obtain some of the benefits 
of flexible budgeting even where there is no costing system. 
The following methods of preparing the flexible budget are 
illustrative of what is meant. It will be found that only in the 
case of the sixth method is full information about costs essential. 
The first five methods enable preparation of a flexible budget 
to be made largely as the outcome of the collection of information 
derived from, together with some elaboration of, fixed budgeting. 
Only a simple knowledge of costs (instead of any complete 
costing system) would be necessary, and the amount of informa- 
tion required in this connection would be such as would gener- 
ally be found even in an average small business. These methods 
give alternative ways of developing budgetary accuracy and the 
extension of control by the incorporation of flexible features 
and really represent alternative forms of graduating from fixed 
budgets to a complete flexible budgeting system. It is not con- 
tended that each of these methods has equal value, but it is 
thought that the individual peculiarities of certain businesses 
may make one method appeal more than the others, even though 
the same degree of accuracy may not be possible. 

The First Method. 

In the case of the Multiple Budget, various costs and 
expenses calculated in relation to a standard performance were 
based on a number of different unit programmes. The total 
costs (material, labour, manufacturing expenses) could be cal- 
culated for example in connection with manufacturing pro- 
grammes of 50,000 lbs., 60,000 lbs., 70,000 lbs., 80,000 lbs., 
90,000 lbs., and 100,000 lbs. These results would then be charted 
in such a way as to show the total manufacturing costs of 
the varying programmes. The individual items making up the 
total costs would also be shown. In the ease of selling expenses 
the analysis should be made in relation to sales volume. Adminis- 
trative expense should be treated either in relation to production 
volume or sales volume, or partly in relation to each. When 
charts have been prepared similar to Figures 70 and 71 the 
total costs which should be incurred in connection with any 
given volume of turnover, or production, would be readily 
available. 

Whilst this method has its advantages in certain cases, there 
are generally two weaknesses. Firstly, where the manufacturing 
concern processes a large number of commodities, the peculiar- 
ities of the business may not lend themselves to the calculation 
of costs in terms of units of production. In such cases it may 
be necessary to make calculations based on the percentage of 
total productive or sales capacity, e.g. 50 per cent, 60 per cent, 
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70 per cent, 80 per cent, 90 per cent and 100 per cent. Secondly^ 
the amount of ^work involved in preparing the figures would fall 
little short of what would be required in order to take advantage 
of other more satisfactory methods of Variable Budgeting. In 
order to carry out the examination necessary to produce the 
figures for the Multiple Budget with reasonable accuracy, costs 
must be well known and where this is the case, other forms of 
budgeting would give more accurate results. Consideration must 
therefore be given to other methods of Variable Budget prepara- 
tion wherein the actual figures of the business over past periods 
could be used. Frequently, where no costing systems are in 
operation, the individual items making up the total cost of sales 
for past periods may be available but nothing more. In other 
cases only the total cost of sales figures can be given. Further- 
more, it is often necessary to be able to analyse differences in 
general or administrative accounts, such as Postages and 
Telegrams so as to ascertain how each account has fared as 
against the budget standard. 

The Second Method. 

This method of arriving at the figures necessary for the 
preparation of the Flexible Budget depends upon control being 
exercised by relating — 

1. Selling, Office and Administrative costs to volume 
of Sales. 

2. Productive costs to volume of Production. 

For this purpose it is proposed to take a list of the Postage and 
Telegraph Expenses representing twelve one-monthly totals 
as set out in Figure No. 72. These figures represent the actual 
results realised during each month of the preceding year and it 
is proposed to analyse them to ascertain the Fixed and Variable 
Expense proportions. The vertical scale of graph paper is 
used for values and the horizontal scale for sales volume units. 
The point on the graph showing the meeting place of the amount 
of Postages and Telegrams, and the amount of January sales 
is marked, and the same procedure is carried out in relation to 
each month. Upon completion there are, of course, twelve dots, 
and these would appear from left to right according to the 
sales total for each month. Thus the month with the lowest 
sales would appear first, followed by other months in the order 
of lowest turnovers. These dots are then joined and a straight 
line bearing the closest resemblance to the line joining the actual 
results is drawn. This straight line is then projected downwards 
and it will be noticed that this would not commence at the 
point marking the zero of expense, because the expense is not 
of a completely variable nature. In this particular case the 
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Figure N^72. 
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projection of the line means that the zero sales line crosses the 
expense line at 55, indicating that £55 is the fixed or non- 
variable element in the semi-variable item of Postages and 
Telegrams. At £55 per month the total annual fixed expense 
would be £660 and of the total sales volume of £114,362, the 
percentage of the variable element would be -375125 per cent 
(429 divided by 114362). The total expense which would be 
incurred at any volume of sales can therefore be computed by 
adding £55 as the Fixed Cost element and -375125 per cent of 
sales as the Variable Cost element. On the June turnover of 
£11,509 the budgeted amount allowable for Postages and Tele- 
grams would be £98, whereas actually £100 was incurred. These 
figures can be traced out on the chart in Figure No. 72. The 
trend line straightens out abnormalities and would be used in 
showing the budgetary estimates. It is admitted that there may 
be some grounds for objection against this method as being 
insufficiently accurate. The margin of error likely, however, 
is 'quite small and the method is a comparatively simple one. 
It must be understood that the fixed costs given relate to the 
business whilst operating, and will not give the amount of 
shut down or nucleus cost previously referred to. Objection 
may also be raised that where one month is less than the fixed 
charge the value of this method would be destroyed. This does 
not necessarily follow because abnormalities are always being 
encountered in business. Of course, in the case of a totally 
fixed expense such as rent, no variable item would be shown. 
This treatment is also followed in relation to all Selling, Ad- 
ministrative and Office expenses and when completed each item 
is put down with the amount of fixed expense in one column 
and the percentage of variable expense in another. 

The question of manufacturing costs presents greater diffi- 
culty, because it may not be as easy to find a satisfactory unit 
measure. To some extent the difficulty here is the same as that 
experienced in connection with the first method. Only in very 
exceptional circumstances would it be possible to relate manu- 
facturing costs to sales volume. There would have to be a 
close analogy and relationship between actual production month 
by month and actual sales. Units of production can seldom be 
used because of the difficulty of work in progress, though they 
constitute a valuable basis wherever practicable. Bach business 
must solve for itself the unit to be used, but generally some 
arbitrary gauge, such as productive labour costs, productive 
labour hours, machine hours, direct material costs, will give the 
best results. It must be pointed out, however, that care devoted 
to finding a suitable gauge will have a direct bearing upon the 
accuracy of the result portrayed. The results will be shown as 
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an amount covering the fixed charges, and either another amount 
or a percentage of the base adopted to cover the variable portion. 
With material, for example, there should be almost complete 
variability and the amount required for any particular turnover 
should be comparaiiively easy to estimate. In the case of wages, 
the amount paid to permanent staff would be fixed in amount, 
and the variable portion would be made up of the men who are 
kept on only while there is work to be done. The manufacturing 
expenses would be treated in the same manner, and, finally, the 
complete cost to manufacture should be obtainable. 

It is quite possible, however, that certain expenses may 
cause difficulty because they are seemingly without any rela- 
tionship between one period and another. Bad Debts may be 
cited as an example. , Any relationship between successive 
amounts, and a basis for calculating purposes may be difficult 
to discover. In such a case the wisest plan may be to fix an 
amount which would be expanded to cover any volume of turn- 
over, or to discover a relationship covering at least part of the 
expense, leaving certain exceptional circumstances to be respon- 
sible for the remainder. It may be found that because of an 
acute uncertainty of conditions in general, the bad debts figure 
in successive months has worked out at — 


January , . 



. . £123 

February . . 



.. 426 

March 



.. Nil 

April 



384 

May 



.. 1,022 

J une 



73 

July 



. . 568 

August 



449 

September . , 



122 

October 



282 

November 

Im . 


953 

December 

. - 


427 


It may still be possible and aidvisable to ally the bad debt posi- 
tion to a volume of sales outright, rather than to another standard 
with the idea of converting it back to a sales volume afterwards. 
For example, the amount of £300 could be allowed as a fixed 
amount, plus a percentage of sales above a fixed total. Too much 
stress cannot be laid upon the necessity for using every care in 
planning the method of attaching the various expenses to the 
particular base or arriving at an average, which is sometimea 
necessary. When all the expenses have been covered, it is 
possible to make out a profit and loss account for any volume 
of turnover. 
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The Third Method. 

It is possible to aseertctin the amount of fixed and variable 
expenses in any two months by relating one month to the other. 
Figure No. 73 sets forth figures relating to the month of 
September and that of October, It will be seen that sales in 
the latter month exceed those of the former by £5,000. Ex- 
penses were greater in October to the amount of £2,905 for cost 
of sales, £380 for selling expense, £380 for administrative ex- 

FiotTRE Ko. 73. 

CALCULATION OF VABIABLE EXPENSES. 



September 

October 

October 

over 

September 

Variation 


X 

2 

3 

Col. 3 di- 
vided 
by 

5000 

Net Sales 

£50,000 

£55,000 

£5,000 


Cost of Sales 

33,600 

36,595 

2,905 

§8-1% 

Selling Expense 
Administration Ex- 

7,540 

7,920 

380 

7-6% 

pense 

5,900 

6,280 

380 

7-6% 

Other Deductions . . 

1,680 

1,840 

160 

3*2% 


£48,810 

£52,635 

3,825 

76-5% 

Net 

£1,190 

£2,365 

£1,175 



The Percentage of Variable Expense would be 76*5 per cent (3825 5000). 

Therefore expenses would be as under — 



September 


October 

76-5% of £50,000 . . 

Fixed Expenses (Total 

38,250 

76-5% of £55,000 .. 
Fixed Expenses (Total 

£42,075 

Less Variable) 

10,560 

Less Variable) 

10,560 

Total Mixspmsm 
(As above) 

£48,810 

Total Empense^ 

(As above) 

£52,635 


pense and £160 for other deductions. The amount of variable 
expense is obtained by dividing the difference between each item 
of expense in the two months by the difference in sales. 

The results obtained show that the variable expense in Cost 
of Sales amounts to 58-1 per cent, in Selling Expense 7^6 per 
cent, in Administrative Expense 7-6 per cent and in the case of 
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other deductions 3*2 per cent. The percentage of variable ex- 
pense would be the total of the individual items, viz. 76*5 per 
cent. Proof that the figures in this particular instance are cor- 
rect is shown by the calculations given under this table. The 
objection to this method lies in the difficulty of obtaining an 
acceptable budgetary standard. The fact that an analysis of 
figures for two particular months shows a certain rate allows, 
as a rule, no judgment to be made that the results should be 
used for a budget variable expense rate. It may be dangerous to 
take two months at random and suggest that a Flexible Budget 
be prepared from results shown by such, as neither month may 
show a satisfactory normal basis. In order to make the plan 
effective, therefore, it becomes necessary to adopt correct budget 
standards. It is sometimes possible to obtain such standards by 
taking a number of months and obtaining average results by 
an analysis of each, making allowances for improvements which 
can be reasonably desired and anticipated. 

The Fourth Method. 

This involves the use of the degree of variability formula 
mentioned in Chapter IX. It differs from the third method 
only that a maximum and minimum turnover is used and ex- 
penses are calculated in relation to such instead of relying upon 
two separate months, neither of which give a true picture. 
Figures 74 and 75 set forth the method to be adopted. It 
will be seen from the examples given therein that if it was de- 
sired to calculate the fixed and variable proportions in selling ex- 
pense totals it would be necessary to estimate both the minimum 
and maximum amounts of sales that the business was at all 
likely to obtain. The costs necessary to secure the minimum 
volume would be set down as would also those to obtain the 
maximum amount. It may be estimated that a Sales Manager 
and three salesmen would be sufficient to obtain the minimum 
but if maximum sales were anticipated two extra salesmen would 
have to be allowed. The minimum expense would therefore be 
£170/17/6 and the maximum £243/2/6. The difference between 
the sales volumes would be £12,250 and the difference in ex- 
pense, £72/5/0. Dividing the latter by the former the result 
would be 11/9| approximately which would be the amount of 
variable expense in each £100. By the method outlined in the 
previous chapter the fixed expense would be £98/12/6. This 
method would be followed in relation to Travelling Expenses, 
Despatch Wages and Despatch Expenses. In the case of Ad- 
vertising and Bad Debts, a straight out percentage on Sales 
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Figure No. 74. 

GALCIJIiATION OF CONSTANT AND YABIABLE EXPENSE 
TOTALS FOR PREPARATION OP A FLEXIBLE BUDGET. 

Selling Expenses 


Salesmen's Salaries — 


Sales 

£12250 

0 

0 

£24500 

0 

0 

Sales Manager . . 

62 

10 

0 

62 

10 

0 

Salesman . . 

36 

2 

6 

36 

2 

6 


36 

2 

6 

36 

2 

6 


36 

2 

6 

36 

2 

6 





36 

2 

6 





36 

2 

6 


£170 

17 

6 

£243 

2 

6 

Maximum Sales . . 

24500 

0 

0 Maximum Expense 

243 

2 

6 

Minimum Sales . . 

12250 

0 

0 Minimum Expense 

170 

17 

6 

Difiterenee 

£12250 

0 

0 

£72 

5 

0 

£72 5s. divided by £12250 equals Variable Cost, 




Fixed 

£98 

32 

6 




Variable 

0 

11 

91 per £100 




Travelling Expenses — 






Sales 

£12250 

0 

0 

£24500 

0 

0 

As per List 

£192 

5 

0 

£320 

8 

4 

Maximum Cost . . 

£24500 

0 

0 Maximum Expense 

£320 

8 

4 

Minimum Cost . . 

12250 

0 

0 Minimum Expense 

192 

5 

0 

Difference 

£12250 

0 

0 

£128 

3 

4 

Fixed 

£64 

1 

8 




Variable 

£1 

0 11 per £100 




Advertising — 







2i per cent of Sales 






Bad Dc&ta— 







i per cent of Sales 







Despatch Wages — 







Sales 

£12250 

0 

0 

24500 

0 

0 

Foreman . . . . 

27 

10 

"0 

27 

10 

0 

Hands * - . . 

40 

0 

0 

60 

0 

0 

n .... 

37 

4 

6 

49 

12 

8 


£104 14 

6 

£137 

2 

8 

Fixed .. .* .. 

£72 

6 

4 




Variable . . . . 

0 

5 

3§ per £100 




Despatch Expenses — 







Sales 

£12250 

0 

0 

£24500 

0 

0 

Total Expenses . . 

£73 

9 10 

£132 

4 

10 


Fixed £14 4 10 

Variable .... 0 9 7 per £100 



FLEXIBLE B 


3 
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could be allowed. Using the results thus obtained the total 
Marketing Expenses in relation to any turnover can be quickly 
calculated. Figure No. 74, however, supposes that though the 
absolute minimum was presumed to be £12,250, the actual turn- 
over fell even lower and was £11,471/10/-. It is desired to see 
whether the actual expenses were in line with what the Budget 
would have been on this turnover figure. Figure No. 74 shows 
that actual expenses exceeded budgetary* standards by £71/2/2. 

In the case of the items making up the Cost of Sales it is 
generally wise to link the expenses with a certain productive 
programme. For example, in the ease of the Tobacco Factory, 
the component items in the total cost of sales may be calculated 
in relation to a productive capacity of 8^100 lbs. The individual 
costs for leaf, ingredients, labels, tins, etc., and packages and 

Figuee No. 75. 

CALCULATION OF CONSTANT AND VAEIABLE EXPENSE 
TOTALS FOB FBEPAEATION OF A FLEXIBLE BUDGET. 

Manufacturing — MatermUi Labour and Expenses — 

Leaf— Variable, 93/10 per lOOlbs. (380 divided by 8100). 

Ingredients — Variable, 27/6 per 100 lbs. (£111/5/- divided by 8100). 
Labels, Tin® etc.— Variable, 25/- per 100 lbs. (£101/5/- divided by 8100). 
Packages and Sundries — ^Variable, 5/- per 100 lbs. (£20/5/- divided by 
8100). 


Wages — 


Bales . * . . 

. . 10,(H)0 lbs. 

Wages 

£191 

6 

5 

n * * 

, . 8,100 

,, . . 

162 

0 

10 

Difference 

. . 1,900 


£29 

5 

7 

Fixed .. .. 


£37 4 5 




Variable 


£1 10 10 per 100 lbs. 




Eepairs — 






Bales . . . . 

. . 10,000 lbs. 

Bepairs 

£5 

0 

0 

» . . . # 

. . 8,100 

,, • • . . . . 

4 

1 

0 

Difference 

. . 1,900 


£0 

19 

0 

Variable 


lA per 100 lbs. 




Mmuftmturmg Baspmmm — 





Sal«s * . . • 

• . 10,000 lbs. 

Mfg. Exps 

£61 

8 

2 

,, . . . . 

8,100 

,, jf ... * 

49 

15 

7 

Difference 

. . 1,900 


£11 

12 

7 


Variable 12/3 per 100 lbs. 
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sundries are set forth in Figure No, 75. The same method as 
was used for calculating Marketing Expenses is used in connec- 
tion with Wages, Repairs and Manufacturing Expenses except 
that the figures of 10,000 lbs. and 8100 lbs. are used instead of 
Sales Volume. In the ease of excise, the amount is purely vari- 
able expense calculated on the amount produced. 

This method has much merit where there is no costing 
system in operation. The calculations are simple, yet give quite 
an accurate picture of what the total expenses at any programme 
should amount to. It is felt that many manufacturing businesses 
could, with profit, begin Flexible Budgeting by adopting this 
method. 

The Fifth Method. 

This treatment diffei^ from those preceding as it attempts 
to fix the variable and fixed cost proportions purely from the 
mathematical approach. It is designed primarily to obtain such 
proportions in respect to the total costs or to cost of sales, but 
the method can be used in relation to any individual item of 
cost. The necessary information can take the form of expense 
totals worked out in connection with any varying volumes of 
sales or the results of three or four or more periods can be 
analysed. In Figure No. 76 a simple illustration of this method 
of arriving at the fixed and variable expense proportions is 
given and it is assumed that sales amounting to £50, £60, £70 
and £80 are to be analysed. The total costs are £45, £48, £51 
and £54 respectively, the profits being £5, £12, £19 and £26. In 
addition, the cost of sales in relation to each volume of turn- 
over is also shown and it is desired to ascertain what proportion, 
firstly, of total costs and secondly, of cost of sales, is made up 
of variable expense. The first thing to do is to multiply the sales 
figure by itself, for example, 50 x 50, etc. and then multiply the 
total costs figure by the corresponding amount of sales, for ex- 
ample, 50 X 45, The cost of sales can also be treated in the same 
way (50 X B5) and the various columns are then added and the 
total of the sales x sales column is multiplied by the number of 
periods, in this case 4. Prom this figure is subtracted the total 
of the sales for four periods multiplied by itself. The total costs 
and the cost of sales %ures are treated similarly. In order to 
ascertain the percentage of variable expense the difference in the 
treatment of costs in this way is divided by the difference in 
sales. The example in Figure No, 76 should be easily followed 
and it will be seen that the variable percentage of total costs 
would be 40 per cent, whilst that of cost of sales would be 50 
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per cent. At the bottom of this figure will be found the proof 
of the correctness of these calculations. 40 per cent variable of 
total costs deducted from the sales figure gives, in each case, the 
fixed expense of £28. In the case of the cost of sales the fixed 
expense is £10. It can be accepted that mathematical proof of 
the validity of this method of ascertaining costs could be given 
but it is considered that there is no necessity for the develop- 
ment of this theme further. (This matter has been developed 
very fully and admirably by the late Mr. C. E. Knoeppel in 
connection with his studies of the Profitgraph in ''Managing 
for Profit.’’) Figure No. 77 takes, as a practical example, the 
figures set forth in Figure No. 70 except that, to facilitate work- 
ing, 10 per cent of each total has been used. It will be seen from 
this that the variable expense works out at 70*966 per cent, 
giving a fixed cost of £583 in relation to each turnover. 

The value of the foregoing lies in the fact that it is a simple, 
yet effective method of obtaining the percentages of variable and 
fixed expense when a minimum of information is available. 
There is actually no necessity to have any kind of costing system 
in operation in order to use this method. Practically all the in- 
formation can be obtained from an ordinary Trading and Profit 
and Loss A/c. Here again, however, the validity of the answers 
from a comparative standpoint depends upon how representa- 
tive are the figures which are analysed in the first instance. It 
is impossible to obtain the full benefits arising from the know- 
ledge of correct costs without a costing system and this method 
is probably the best available where itemised costs have never 
been calculated. If the figures over a number of periods are 
analysed and a Profit Control Chart similar to that shown in 
Figure No. 68 is prepared, it should be possible to obtain what 
could be considered as the normal variable expense rate. Where 
it is desired to commence variable budgeting and detailed costs 
are not available this method probably offers the best possible 
approach. 

The Sixth Method. 

Whilst all of the foregoing methods will be found at times 
most useful, the ideal fiexible budget can only be prepared when 
complete costing details are available. This method brings the 
budget more directly into the sphere of standard costs, or pos- 
sibly, to put the matter more correctly, makes use of standard 
costs for the purpose of compilation and control. A knowledge 
of standard costs is really essential in order to carry out the 
programme. 

Under this method, standard rates for labour, standard 
allowances for materials and standard allotments for expenses 
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21,243 X 21,243 = 451,265,049 21,243 x 18,574 = 394,567,482 

23.417,817 Y6;6i8,728 

16,618,728 - 3 - 23,417,817 = 70-966% = £15,076. 

Fixed Cost = £18,574 less £15,076 = £3,498. 

£3,498 foe 6 units r= £583 for 1 unit. 




FLEXIBLE BUDGETS 


269 


are made in relation to each particular product manufactured 
and estimates are then made of all other expenses. The expected 
sales programme is shown in the sales budget in the ordinary 
way, and from this information there is developed a complete 
set of statements covering the whole of the expected transactions, 
both in production and selling. Machine and other rates com- 
monly found in connection with standard costs are compiled, 
and through such methods the standard cost of each item in the 
manufacturing programme is ascertained. Furthermore, from 
such particulars the total of all manufacturing costs becomes 
available, and the total of all selling and administrative costs. 
It is then possible to prepare the ordinary cost of sales state- 
ment and finally to arrive at the amount of net profit. 

As labour and expense rates will have been made out, and, 
furthermore, as the precaution of analysing each expense into 
fixed and variable elements would have to be taken, it would 
be a simple matter to arrive at the extra expense necessary to 
cover a larger manufacturing programme. Full cognisance 
should be taken of the importance which the fixed and variable 
expense rates would probably play, the information thus 
acquired in the preparation of the main budget in all prob- 
ability being all that would be necessary to make up a budget 
showing the estimated figures based on any turnover. Therefore, 
when the period ended (for example, at the end of the month) 
and the actual sales of each and all commodities became known, 
it would be immediately possible to prepare a budgetary state- 
ment worked out on the realised turnover. When such a state- 
ment had been prepared the figures would be compared with 
the actual results for the period. Discrepancies would be noted 
and an investigation made of all those expenses which had ex- 
ceeded estimates, or what was considered a fair allowance. 

Under these conditions it would be necessary to prepare the 
following statement — 

1. The Budget figures — Abased on the estimated pro- 
duction and selling activity for the period, and 
arriving at estimated profits by 'means of budgeted 
standards. 

2. The Actual figures — showing in full actual results 
obtained. 

3. The Budget based on actual turnover and produc- 
tion results calculated at budgeted standard rates. 

It is to be noted that only through standard or estimated 
costs can this be done. Even when a standard costing system 
is not in operation, the work done in preparation of the budget 
often takes the form of estimates of costs without the installation 
of a costing system. 



270 BUDGETING AND BUDGETARY CONTROL 


The following example is designed to show the method of 
operation used in what may be termed as Pt’ofit Control Bud- 
geting through the Flexible Budget under this sixth method — 
that is, where full information in relation to individual costs 
is available. The details will be found in Figure No. 78. 

It can be assumed that there are three products, A, B and 
C and at an estimated normal capacity of £100,000 sales, £30,000 
would be of Product A, £30,000 of Product B and £40,000 of 
Product C. An analysis of costs is set out in part (a) of 
Figure No. 78, Budgeted Standards. It will be seen that the 
profit on Product A is 38 per cent, on Product B is 37-5 per 
cent whilst on Product C it is only 5 per cent. A table is also 
given showing the combined results of A, B and C. When the 
Budget is prepared, the forecasted sales totals are A £20,000, 
B £24,000 and C £36,000, making £80,000 in all. At the rate 
of profit based on normal capacity the amount of profit for this 
programme would be £18,400. During the period, certain 
happenings occurred which reduced actual sales considerably and 
meant that the totals reached were, A £15,000, B £18,000 and C 
£27,000, making £60,000 in all. Actual production which was 
originally budgeted for in accordance with sales totals varied 
from the actual sales, and based on selling values the figures 
were A £18,000, B £12,000 and C £30,000' Whilst the total 
production was the same in amount as the sales, the stock of 
Product A was increased by £3,000 (selling value) Product B 
was £6,000 less, and Product C £3,000 more. Though, therefore, 
the selling totals of production and sales were the same, actually 
stock was increased by £645 when these differences in the various 
products were taken into account at standard manufacturing 
cost. The profit on actual sales at the normal capacity standard 
rate would be £13,800. The variation in manufacturing expense 
would be £1,420 which w^ould mean that tliis was the amount 
that manufacturing expense had exceeded what it should have 
been at normal capacity rates. In other words, because 
of decreased production, manufacturing expenses exceeded 
estimates by £1,420. Similarly, the variation in selling expense 
on account of smaller sales was £1,610. Section (e) of this 
figure shows the profit on turnover of £60,000 based, firstly, on 
normal capacity standard cost rates. Allowing for the variation 
in volume which made differences of £1,420 in Manufacturing 
Expenses, £800 in Administrative Expenses, £1,610 in Selling 
Expenses and £395 in Financial Expenses, the net profit was 
£10,235, making a difference of £4,225 shortage due to decrease 
in sales volume. This figure of £10,235 represents the bud- 
geted profit on the actual sales volume and it becomes necessary 
to compare this with the actual profit shown by the Profit and 
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PlGUBE No. 78. 

COMPARISON OP ACTUAL PROFITS WITH BUDGETED 
STANDARDS. 

(a) BUDGETED STANDARDS. 

BASED ON NORMAL CAPACITY. 

Product “A”— £30,000. Product “ B ”—£30,000. Product “C”— £40,000. 


Particulars 

Fixed 

% Variable 

Standard 
% at 
Normal 
Capacity 

Total 

% 

Product 





Material . . 


20 

20 


Labour . , . . . . 


18 

18 


Manufacturing Ex- 





pense 

£750 

5 

7*5 

45-5 

Administrative Ex- 





pense 

600 

2 

4 


Selling Expense 


7 

11 

15 

Financial Expense . . 

150 

1 

1-5 

1-5 


£2700 

53 

62 

62 

Profit 




38 




Sales 

100 

Product 





Material 


18 

18 


Labour 


20 



Manufacturing Ex- 





pense 

£1200 

6 

10 

48 

Administrative Ex- 





pense 

600 

2 

4 


Selling Expense 

900 

6 

9 

13 

Financial Expense . . 

,150 

1 

1-5 

1-5 


£2850 

53 

62-5 

62-5' 

Profit 




37-5 




Sales 

100 
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Figure No. 78 — Continued. 

COMPAEISON OF ACTUAL PBOKTS WITH BUDGETED 
8TANDAEDS. 

(a) BUDGETED STANDAEDS. 

BASED ON NOEMAL CAPACITY. 


Product “A”— £30,000. Product “B”— £30,000. Product “C”— £40,000. 


Particulars 

Fixed 

% Variable 

Standard 
% at 
Normal 
Capacity 

Total 

% 

Product "C” 





Material 


40 

40 


Labour 


20 

20 


Manufacturing Ex 





pense 

£1600 

8 

12 

72 

Administrative Ex- 





pense 

800 

2 

4 


Selling Expense 


10 

15 

19 

Financial Expense . . 


2 

4 

4 


£5200 

82 

95 

95 

Profit . . . . 




5 




Salea 

100 

COMBINED PRODUCTS 

AND 

» j 




Standard % 


Particulars 

Fixed 

% Variable 

at Normal 

Total 




Capacity 

% 

Material , . , . . * 


27*4 

27-4 


Labour . . . . . - 


18-8 

10-4 


Manufacturing Ex- 





•pense . . . ♦ 

3,550 

6-5 

10-05 

50-85 

Administrative Ex- 





pense . - - . * * 

2,000 

2-0 

4-0 


Selling Expense 

4,100 

7-0 

12-0 

16-0 

Financial Expense * . 

1,100 

1-4 

2-5 

2-5 


10,750 

64-0 

75-35 

75-35 

Profit 




24-65 




Sales 

100 
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Figtctre ISTo. 78 — Continued. 

(b) PBOMTS ON POEECASTED AND AOTDAL RESULTS AT 
BUDGETED STANDARDS. 

1. Eorecasted Sales, 


Product 

Sales 

Proportion 

% 

% Profit 

Amount of Profit 


20,000 

25 

38 



24,000 

30 

371 



36,000 

45 

5 



£80,000 

100 

23 



2. Profit at Standard Rates on Actual Sales and Production. 


Change In 
Stock Total 

Manfe^Cost Stendard 
Manfg. Cost 



£60,000 


3. Variation in Manufacturing Expense. 


+ £1,365 
(more) 

— £2,880 
(less) 

+ £2,160 
(more) 

£5,700 

£6,750 

£1,350 

+ £645 

£13,800 




4, Variation in Selling Expense. 


Actual Sales 

At Standard Cost 
(Normal 
Capacity) 

At Standard 
Rates 

£15,000 

£18,000 

£27,000 

X 11% =r : 
X 9% = : 
X 15% = 

n 

X 7% = £1,050 
X 6% = £1,080 
X 10% = £2,700 
Fixed £4,100 




T 


£7,320 


£8,930 


£1,610 
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(e) COMPARISON OP FORECASTED AND ACTUAL PROFITS— 

Continued. 


Standard Profit at Normal Capacity 

.. 

£14,460 

Variations 

Less 

Losses Bue to Mannfaeturing Volume 

£1,420 


Selling Volume 

Selling Expenses 

£1,610 


Administrative Expenses 

800 


Einanciai Expenses , . 

395 

£4,225 

Standard Profit at Actual Results .. 

.. 

£10,235 

Less 

Losses on Materials 

(e.g. Purchases, Waste, etc.) 

£1,460 


Losses on Labour 

(e.g. Increased Award Rates) 

£300 


Adjustment of Stock 

£225 


Increased Selling Expenses 
(e.g. Increased Award Rates) 

£570 


Increased Financial Ex- 
penses 

(e,g. Increased Interest Rate) 

£130 

£2,685 

Plus 

Savings in Manufacturing Ex- 
pense ‘ . 


£7,550 

isoo 

(e.g. Various Economies) 
Savings in Administrative 
Expense . . 


£200 500 

(e.g. Various Economies) 

Actual Net Profit 


£8,050 


Loss Statement. An analysis of the two sets of figures shows 
that the following increases over budgeted figures were sus- 


tained — 

Material . . £1,460 

Labour . . 300 

Selling Expenses 570 

Pinanelal Expense 130 


On the other hand, Manufacturing Expense was £300 under 
budget and Administrative Expenses, £200 under. Instead of 
obtaining a profit of £10,235, therefore, the total actually mad^ ■ 
was £8,050. An analysis of the causes of the various increases 
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and decreases would then be made by an inspection of cost 
records and it is suggested that the following reasons may be 
responsible — 

1 . Losses on materials could be due to increased prices 
and excess waste due to carelessness and to inferior 
articles. 

2. Labour costs may have been caused by increased 
awards. 

3 . Selling expense increases may also have been caused 
by higher awards or more travelling. 

4. Savings in manufacturing expense may have been 
the result of greater efficiency and various 
economies. 

5. Administrative expense savings may also have been 
due to economies effected. 

6. The adjustment of stock item, £225, may have been 
due to pilferages, obsolescence, or reduction in 
values. 

In connection with this last item it will be seen that whereas 
the stock should have been increased by £645 the actual additional 
amount was £420. 

In analysing the foregoing it is necessary to bear in mind 
that there are really three sets of figures portrayed. Normal 
sales are first developed, actual sales, both at allowed costs 
and actual costs, are also shown and thirdly, actual pro- 
duction is set forth. The difference between normal and allowed 
costs at actual turnover, shows the relative over-absorption or 
under-absorption of fixed costs or variations due to volume 
which are often incontrollable variations. When the Profit and 
Loss Account is prepared it becomes possible to compare actual 
results against allowed costs based on actual turnover and any 
variations in this regard are, generally speaking, controllable. 
It will be seen that the foregoing gives comprehensive in- 
formation concerning the whole of the results and it is possible 
to ascertain, not only the differences in costs (and thereafter the 
reasons for them) but also the difference in profit due to chang- 
ing the proportions of sales of Product A, B and C. It is 
admitted that there are few businesses which can be reduced to 
Products A, B and C but the illustration given portrays the 
method of approach. The variation necessary in procedure 
depends upon the individual circumstances encountered in the 
business under review, and it is frequently possible to segregate 
manufactured products into groups, analysing results in relation 
to< such. 
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Conclusion. 

Profit Control is now definitely one of the most important 
elements in Scientific Management and it will, in future, become 
more widely known and more systematically used. It has a place 
in every business and size need make little difference. Obviously, 
the small business does not wmnt an elaborate system of Variable 
Budgeting but the sooner it begins to segregate its amounts so 
that the variable and fixed proportions of each expense become 
known, the sooner will it be able to proceed towards increasing 
profits or at least the retention of existing profits. It is not 
suggested that Profit Control through Variable Budgeting can 
be a cure-all. It is not suggested that Variable Budgeting will 
make profit a certainty, but it is asserted that any business can 
be better managed where Variable Budgeting is an aid used 
in such management. Prepared and used reasonably and care- 
fully, any form of Variable Budget will be of the greatest 
assistance towards obtaining better results, whether such better 
results take the form of increased profit, the retention of exist- 
ing profits, the turning of a lo.ss into a profit or in deerea.sing 
losses. 



Chapter XI 


FUNCTIONAL BUDGETS 


Development of the functional budget — aims and objects — 
essentials of the functional budget — divisions of responsibility — 
the form of accounts — fixed or flexible — extensions of responsi- 
bility — example. 

Developtnent of the Functional Budget. 

The budgets so far listed have had as their object increasing 
control over results so as to promote more certainty in dealing 
■with departures from the budget. The fixed budget is limited 
in the information it gives in relation to discrepancies; the 
multiple budget is more helpful in this regard ; but it is really 
the flexible budget which enables the closest check and the 
finest comparison to be made between budgetary estimates and 
actual results. It is axiomatic that with control over the figures 
there should be associated at least a certain amount of responsi- 
bility for faults and diserepanci^. Sometimes, however, tmder 
ordinary circumstances, it is well-nigh impossible to hold any 
particular person responsible. From this fact came a suggestion 
that budgetary control would be greatly strengthened if more 
definite responsibility could be allotted. Therefore the functional 
bu<teet was evolved, the purpose being to associate various costs, 
not only with various organisation units, but -with certain 
executives, so that power and.responsibility would both be vested 
in some particular officer. Thus each expense would be a direct 
and particular responsibility, no matter how that expen^ 
actually affected other oiganisations within the business. 

Aims and Objects. 

The principle of this method can perhaps best be seen by 
taking the example of the Sales Manager. Even with, the fixed 
budget, he is responsible for the selling activities of the busi- 
ness, and in most cases, for the selling expenses. This depart 
ment readily lends itself to a very strict division of responsi- 
bility. Some other departments, ho'wever, do not do so, and 
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the functional budget sets out to remedy this state of affairs. 
The aims of charging to organisation instead of to accounts 
affected are, firstly, to give control by localising liability for 
waste or excess, and, secondly, to prevent the necessity for any 
of those apportionments -which' can so greatly add to the diflS- 
culties of accurate comparisons. 

This method of chaining to organisations and holding 
the leader of each organisation centre responsible depends for 
its effectiveness upon the degree of accuracy -with which these 
organisations can be isolated. In many eases this will not be a 
difficult matter, but there must be no overlapping of functions. 
The demarcation must be complete and conclusive. When this 
stage is arrived at, responsibility is definitely tied down. (See 
Figure No. 79.) 

Essentials of the Functional Budget. 

The following are three basic requirements for a system of 
budgetary control based on functional organisation — 

1. An organisation wherein duties of each executive 
are sufficiently clearly defified as to avoid over- 
lapping and ambiguity. 

2. An accounting or statistical system corresponding 
to units of organisation respectively and allowing 
definite comparisons of budget and actual amounts 
in terms of organisation responsibility. 

3 . Flexible features whereby comparisons can be made 
for anj- volume of turnover. 

Divisions of Responsibility. 

It will be seen that there are some drastic, yet sensible, 
alterations in the method of control suggested. Most important 
of all there is the necessity for separating functions in such 
a manner as will enable responsibility for each function or 
group of functions to be definitely traceable to one particular 
person. It is to be noted that the idea involves more a classi- 
fication of functions than a segregation of departments. For 
example, there could be the followii^ division of functions — 

1. General Manager. 

2. Factory Manager. 

3. The Purchasing Officer. 

4. The Stores Snperint'aident. 

5. The Works Engineer. 

6. The Chief Inspector. 

7. The Sales Manager. 

8. The Merchandise Manager. 
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9. The Accountant. 

10. The Secretary. 

11. The Despatch Manager. 

12. The Staff Manager. 

13. The Credit and Collection Manager. 

14. The Advertising Manager. 

Figure No. 79 shows a chart indicating how the division of 
responsibility can be undertaken. 

It will be seen how necessary, and sometimes how difficult, 
it is to segregate the various duties so as to leave a clear line 
of demarcation in each case. Overlapping would destroy the 
whole idea of the control. It is essential that each executive 
should have his own fixed sphere, that his responsibility inside 
that sphere should be complete, and outside of it should be nil. 

The Form of Accounts. 

The next step is to see that the form of the accounts is 
changed or is supplemented by allowing all expenditure to be 
grouped into accounts which would correspond with those func- 
tions. Thus, separate accounts would be opened for each of 
the headings mentioned in Figure No. 79 and the whole of the 
expenses incurred in relation to each function would find its 
way into that account. Williams* pleads, with a good deal of 
justification, that the method of charging expenses to certain 
accounts which have no real meaning in relation to costs or 
control should be considered as somewhat out of date. This 
would have the effect of obviating much in the way of propor- 
tioning expenses. Thus, it is necessary to see that the amount 
spent on rent is chargeable to the account of the official in 
charge of this matter. It may be a matter for the factory 
manager, or for the accountant, or the secretary, but in any 
ease it should be charged to the one in control of the item and 
to no one else. It does not matter what the rent is for, or 
for whom incurred. Similarly, maintenance would he charged to 
the factory manager, or possibly to the maintenance manager 
where there was such an official. It would not matter whether 
the repairs were incurred in connection with an electric motor 
or a typewriter, as long as each type of repair came under 
the jurisdiction of the maintenance manager. If, however, the 
typewriter repair was a matter for the accountant, and had 
nothing to do with the maintenance manager it would be 
charged' to the accountant, assuming that there was an account 
for that name, indicating a division of responsibility. 

♦ J, K. wniiatos fram ‘"Scientific Managrement in American Industry.” 
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Account 

A. Black 
Secretary 

B. Smith 
Account- 
ant 

H. Gray 
Sales 
Manager 

L. Rich 
Factory 
Manager 

M. Lowtl 
Despatch 

B.Porter 

Pur- 

chasing 

Sales 



X 




Discounts 



X 




Freights . . 

Stocks — Mfd. Tob. 




X 

X 


Eaw Materials . . 




X 



Leaf in Process 




X 



Purchases 

Manufacturing Wages 
Manufacturing Expenses 




X 


X 

Power and Light 




X 



Supplies 




X 



Bepairs 




X 



Insurance 

Depreciation 


X 


X 



Rates 


X 





Excise 

Other Accounts 

Salaries — Sales 


X 

X 



, 

Trav. Exs.-^Sales 



X 




Advertising . . 

Bad Debts 


X 

X 




Despatch Wages 





X 


Despatch Expenses 

Rent and Rates 

; X 




X 


Legal Expenses 

X 






Management Salaries . . . . 

X 






Directors ' Fees 

Printing and Stationery . . 

X 

X 





(3-eneral Expenses 


X 





Post and Pel, 


X 





Of^ce Expenses 


X 





Audit Pees 

Insurance 

X 

X 





Deprec. on Purn. and Eitt, 


X 





Sal. and Wages — Office 


X 





Sundries 


X 





Exchange 


X 





Sundry Creditors 

Reserves 

X 

X 





Capital 

X 






P and L A/c. , . . . . 

Sundry Debtors . . , . , . 

X 

X 





Buildings , . . . 

Trademarks and Patents ,, 

X 

X 





Investments 

Cash 

X 

X 





Collections 


X 





Record® 

Plant and Machinery . . 


X 


X 
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Fixed or Flexible. 

It will be gathered that this method of control can be used 
quite easily in connection with a fixed budget, simply by appor- 
tioning the various accounts to the executives responsible, rather 
than treating all expenses in the classification adopted by the 
accounting system. Where this method of functional responsi- 
bility is to be used in connection with the flexible budget, it 
will be understood that it involves the preparation of the total 
expenses relating to each set of functions in relation to various 
turnovers. Here, of course, the division into fixed and variable 
expenses would be attempted. By this means, budgets in rela- 
tion to any volume of turnover within a given range would be 
set up and the budgetary figures would be composed of sub- 
budgets, representing functional responsibility. 

Extensions of Responsibility. 

The difference between the Functional Budget and those 
previously described— -both fixed and variable— lies in functional 
responsibility, rather than accounts responsibility. For 
example, even the foreman can be brought within such. He 
would become responsible for all expenditures actually made 
exclusively for his department and therefore under his control. 
Expenditures incurred in the factory as a whole even though 
they concern him would not be regarded in this category but 
would rather be included as part of the responsibility of a 
service department executive or some such person. Expenses 
which the foreman would be held responsible for would include 
manufacturing supplies, spoilage, supervision, inspection, direct 
labour cost and l%hi, heat and power, where such can be 
directly eontroUed by him. The budget would be prepared upon 
a flexible basis, preferably after the style of the Multiple Budget 
80 that the foreman once knowing his rate of production would 
also immediately know how much his allowable expenses would 
be. This information would come to him by means of frequent 
and prompt reports giving simple figures relating to production 
and expense. In some cases weekly, in others daily reports 
may be necmary. A form similar to that in Figure No. 70 could 
quite wen be 'Where budget discrepancies show that the 

position is not satisfactory the works superintendent would take 
the matter up with the foreman pointing out where the troubles 
are to be found. Every assistance and guidance should be given 
to the foreman in order to enable him to improve his results 
and sympathetic constructive criticism from the superintendent 
will frequently meet with considerable success. 
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OoBditioMS for Effective CbiitroL 

There are three basic principles which should underlie an7 
method of management through which the chief executive can 
exercise effective control — 

1. The expression of all results in common terms. 
That is, a statement for the chief executive is liter- 
ally merely a co-ordinated copy of the last lines 
of the statements of those to whom he had delegated 
responsibility and duties, 

2. The classification of expenditures according to 
responsibility for each transaction out of which they 
have grown, as distinguished from the nature of 
the expenditure itself. 

3- The establishment of flexible standards which are 
readily adjusted to changing conditions in volume 
of business, price of product, and cost of material 
and labour. 

In the ease of production for example, where manufacture 
is divided into, say, two essential products and separate super- 
vision is operating in relation to each, costs would then have to 
be apportioned against the executive in charge of the production 
of each commodity. The method of approach commences with 
the setting of standards covering functional areas relating to 
each of the various commodities. These would include the 
following — 

1. The number of units of each commodity to be sold 
within the period. 

2. The cost price unit and total. 

3. The material cost — ^unit and total. 

4. The direct labour cost — ^unit and total. 

5. The ratio of materials and labour costs to list price. 

It is neeeimry to use the utmost care in arriving at these 

standards, as they are to be used as yardsticks in order to gauge 
the efficiency of those individuals who will be covering these 
various duties. When these figures have been obtained, they 
shopld be summarised so as to arrive at totals for the commodity. 
The next step is to divide the whole of the operations into cer- 
tain major operating units, such as production shops, routing, 
cost, stores, maintenance, materials, direct labour, overhead, 
distribution etc. Separate particulars are taken out in relation 
to each of th^, and when totals are arrived at they are incor- 
porated in a further slatemmit which would show the total 
results of all the major operating units chargeable against each 
executive. This procedure is carried out in relation to what is 
expected to be tihe absolute minimum and absolute maximum 
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sales which could possibly be expected. WheD all these figures 
have been finalised, it is possible to arrive at the fixed cost and 
percentage of variable cost, after the manner described on 
page 265. 

As will be seen, this method represents an attempt to furnish 
a method of what may be comparatively easy control and one 
which is able to be developed very quickly. It is still necessary 
to arrive at the standard budget figures, but these are calculated 
in responsibility centres rather than product costs. The idea 
of flexibilit}^ is made practicable through the operation of the 
principles of the flexible budget, and thus the relationship 
between budgeted and actual can be shown. 

Example of Functional Budgeting. 

Figure No. 74 illustrated the method by which all the 
accounts under the control of the Sales Manager would be 
examined. The following procedure would be adopted — 

1. The list of accounts covering items for which the 
Sales Manager must assume responsibility would 
be showm. 

2. Examine each account and prepare a statement 
showing the fixed cost and the rate for variable 
expense. 

3 . Prepare a budgetary statement setting forth each of 
the accounts above referred to. In the first column 
should appear, calculated on a budgetary estimate 
of sales, the costs which should be on the basis of 
the figures arrived at as above pertaining to a 
specific turnover. This forms the budgetary estimate. 
At the end of the period, when the actual sales and 
expenses are known, they are inserted in the third 
column. In the second would appear costs based 
upon actual sales at budget fixed and variable rates. 

4. A list of the differences between actual expenses 
and budget expenses covering actual turnover should 
be prepared and the discrepancies examined. 

This method of control is sometimes found to be much 
easier to install than other systems of budgetary control, and 
sometimes it can be used with little dissection of individual costs 
before its preparation. It is therefore sometimes possible to 
avoid much of the labour which very often frightens executives, 
and leads to procrastination in the adoption of control methods. 
At the same time, it must be understood that when any such 
method, having a short cut as its aim, is adopted, the greatest 
care must be taken to see that the figures calculated are a 
reasonably accurate presentation of the true position. 
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Chapter XII 


THE PSYCHOLOGICAL ASPECT OF BUDGETAEY 
INSTALLATION 


Co-operation of employees — ^resistance to budgeting — ^necessity for 
individual approach — the attitude of the executive — ^the budget as 
an aim — ^incentives — the psychological basis of the budget — ^value 
of purpose— division of responsibility — ^the psychological value — 
conclusion. 

(a) Resistances to the Budget, 

It is impossible to place too much emphasis upon the psycho- 
logical aspect of Budgetary Installation. This may be explained 
as being at least partly so because some of the greatest benefits 
and effects of budgetary installation are definitely pj^chologieal 
in character. Psychology is playing a more important part in 
business and business control every day, and co-operation is 
nowadays not quite so mpch demanded as sought. 

Co-operation of Employees. 

A premium is placed on success in the installation of a 
budget when every effort is made to secure the aid and co- 
operation of the employees. Largely at all events, the success 
likely to attend the efforts is in their hands. One of the most 
favourable aspects of industry to-day lies in the fact that the 
present day workman shows not only that he can frequently 
absorb responsibility, but that he is becoming increasingly fitted 
to take a share in the lesser management of affairs. He is able 
to absorb the essentials; is realising more that the success of 
the organisation means his success; that profit sharing and 
bonus schemes give him a definite financial interest in the 
success of the concern; and that his part in the matter may 
not be so meagre after all. This particularly applies to the 
factory foremen, of course, and success in the factory can gener- 
ally largely be interpreted through the degree of success 
attending the efforts of foremen. 
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Resistances to Budgeting. 

As has been the case with all new innovations, Budgetary 
Control has been looked upon with a certain amount of sus- 
picion both by the workman and even by the departmental chief. 
Neither has been very enthusiastic, especially in the early stages. 
In the case of incompetence on the part of the employee there 
may be reason for this attitude, but even where most efficient 
methods have always been in operation, the setting up of a 
budget has not been received with enthusiasm. There are various 
reasons for this, but the fact remains that this situation has 
to be changed, and replaced by helpfulness and co-operation. 
It may be no easy matter, but quite possibly the degree of 
success attending this task will govern the success of the 
installation, especially in the early stages. Speaking of such 
resistances B.T. Elbourne, in '‘The Marketing Problem,’’ says — 

“The Sales Manager does not like to make an exhaustive 
sales analysis. He is forced to put down in black ink on white 
paper a sales estimate for a particular period, and he know^s that 
he will be expected to perform on the basis of his forecasts. He 
resents being compelled to evaluate sales prices, in brief, to pro- 
ject his mind into the future, think intelligently and reduce 
his thoughts to an intelligent opinion. 

The Chief Executive himself hesitates at first to base his oper- 
ating plans on a sales forecast, even though prepared by his own 
sales organisation. He confesses his lack of confidence in the 
forecast, and he will have no confidence unless he visits the 
several sales territories himself. 

The Production Manager resists the system. He must pre- 
pare monthly an operating schedule based on the sales forecast, 
set dowm in exact terms the cost of materials and supplies de- 
manded by the sales allocations, together with the direct labour 
cost, the indirect labour and the manufacturing overhead, item 
for item in exhaustive detail. He himself is responsible for the 
operating schedule and always in his mind is the haunting 
thought, that each month his operating forecasts wdll be checked 
by the Executive Manager item by item. Does he know how to 
control his operating costs! Inevitably the monthly comparison 
will demonstrate the matter, and if he is inefficient it will be 
so proven on paper in his own handwriting. 

The Manager of the Purchasing Department particularly 
resists the system. He has on hand a quantity of excess material, 
semi-obsolete and obsolete stuff 'which he is dimly conscious of, 
and he realises that when he is compelled to present his inven- 
tory in the light of a definite three months’ inventory require- 
ment, accurately balanced as to parts, and to set up under the 
title of ‘For Liquidation through Future Operating or by Im- 
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mediate Scrappings’ such inventory as is not required by the 
operating schedule, he will be called into the Executive Man- 
ager’s office and toasted over an exceedingly warm fire. 

The Advertising Manager will resist the system as he will 
have to confine himself to an appropriation for advertising 
limited to a definitely determined percentage of the sales volume 
as forecasted and he will be required to allot this advertising 
on the basis of the facts as set forth in the Sales Analysis. 

The Treasurer or Office Manager will resist the system be- 
cause he, too, will have allocated to administration and general 
expense a definite percentage of the sales dollar beyond which 
he cannot go. 

There is no escape from it anywhere from the Chief Execu- 
tive to the office boy. There are only one hundred cents in each 
dollar of income, and each cent of expense must pull its fair 
share of the dividend load or be squeezed out of existence. 

Is it not plain that a system which by the very nature of it 
shall make every department head his own chief cost accountant 
and compel him to operate his department within definite 
bounds, or give a very intelligent answer why not, is a system 
of almost incalculable worth and merit? 

It will be wise, therefore, on the part of any management 
considering installing such a system of operating control, to 
realise that to make it effective it must be believed in and re- 
ceive hearty co-operation from all department heads throughout 
the organisation. It may take time to convince these heads of 
departments and divisions that such a system is good not only 
for the business but for themselves as individuals.’’ 

Necessity for Individual Approach. 

It is essential, therefore, that when a plan of budgetary 
installation is proposed considerable forethought should be 
given to the methods of winning the allegiance of the various 
departmental executives. Generally it will be found that these 
officers rapidly divide themselves into two groups — ^the one 
keen on clinging to the old methods, and the old ways; who 
look with suspicion upon innovations and reforms; and who, 
though possibly open to conviction, will probably die hard. The 
other group contains the progressives — ^those who are imbued 
with the necessity of keeping abreast of the times ; who recognise 
that though not all new innovations have merit, every oppor- 
tunity must be given to any worthwhile scheme, as therein lies 
the path of true advancement. These two sets of executives 
raise entirely different psychological problems. In the one case 
there is enthusiasm which may have to be curbed; in the other 
there will be a certain amount of persuasion necessary, perhaps 
u 
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much humouring, and a gradual conversion to a more favourable 
view of the proposed installation. Sometimes at the bottom of 
this antipathy there is a natural conservatism, but at other 
times the nervousness arises from a knowledge and recognition 
of ineiScieney. Each case may have to be tackled individually, 
overcoming the prejudices, stressing the benefits, and helping 
with sympathetic understanding, so that enthusiasm may at last 
be born. Individual circumstances will always play a large 
part. Occasionally the soft answer must give place to the stern 
rebuke ; at times it will be necessary to order and not to discuss ; 
but these situations must be dealt with as they arise. 

The Attitude of the Executive. 

The Chief Executive is and must be intimately related to 
this psychological factor. This relationship was well expressed 
by H. Y. Coes in an address before the International Manage- 
ment Institute at Geneva in 1930. Speaking on the organisation 
for budget administration he said — 

^*One effective way in dealing with the two classes of prob- 
lems, namely, psychological and technical, is to set up different 
agencies for dealing with them. In one Company, the chief ex- 
ecutive reserved unto himself the right and privilege to deal 
with all the major pyschological problems and resistances in the 
administration of the budget and initially the same procedure 
was carried out in its installation He recognised that where 
an important member of the organisation or an executive felt 
that the budget w^as ‘^cramping his style’ ^ or that he did not 
understand the full purpose of the budget procedure, it was his 
job to sell the budget idea, the budget and budgetary procedure 
to these individuals. On the other hand, he set up a separate 
organisation to deal with the ordinary routine and technical 
problems which arose during the installation and administra- 
tion-comparison, determination of the procedure for clearing 
of information, the bases upon which the standards were to be 
established and the perfection of budgetary regulation technique. 
Again, the chief executive recognised that where several division 
chiefs would not accept as final or authoritative the ruling of 
one of his associates he would accept as final the ruling by the 
chief executive. So it is essential in installation of budgets and 
in budgetary installation to have the chief executive take an 
active interest in the matter and agree to handle those problems 
and deal with those resistances that can be effectively handled 
by him or his responsible deputy. This does not necessarily 
mean, of course, the burdening .of the chief executive with a lot 
of minor and unimportant matters which can be effectively dis- 
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posed of long before they reach his office and most competent 
chief executives would know how to deal with such situations 
when they are confronted with them/^ 

The Budget as an Aim. 

The whole idea of budgetary education should be designed 
tow^ards getting the workman to realise that budgeting is an aid 
— ^that it is there to help him — ^that it is something by which he 
is able to measure his own performances. It is there, not to be 
a handicap, but to aid him in becoming master of his job — 
to make his job conform to his own standards instead of allow- 
ing himself to conform to any inferior standard. By it, too, he 
can measure not only his own, but also the standards of those 
under his charge. They must measure up to their responsibility 
and he must measure up to his. With this idea in mind it is 
possible to obtain a clearer conception of the reasons in favour 
of allowing a man to have some say in the making of those 
estimates which he has, to realise. '"From the bottom, up’’ is a 
much better policy than ‘^from the top down,” at least from 
a psychological view. The immediate result of allowing a man to 
have some hand in preparing his own goal will be found in a 
strong desire to reach the goal — ^setting out with a determination 
to accomplish the task. When no definite goal is held before 
him or despite all endeavours the goal seems impossible, there 
is little inducement for sustained effort. 

Incentives. 

To assist towards effective control, incentives can often be 
employed successfully, though satisfactory results may fre- 
quently be obtained withou’t resorting to the incentive of cash 
payments. Frequently pride in his wmrk and loyalty to his 
employers will be all that will be required in making an attempt 
to “beat a budget.” The budget itself is a constant s'timulus. 
It frequently gives something of the interest of a competitive 
game and there is a large measure of satisfaction in beating a 
standard set down as a test. Nevertheless, cash bonuses fre- 
quently bring results 'when other factors will not do so. It will 
often be found that the most effective way to improve results is 
through the pay envelope, but this places a grave responsibility 
upon those who are responsible for preparing and instituting 
the scale of bonus payments. There is much to be said, how- 
ever, for the fact that where a budget represents a standard 
which it is anticipated should be reached by an officer worthy 
of his remuneration, improvements over the standards should 
mean that savings made as a result of such improvements should 
be shared between the organisation and the employee. 
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In many eases of budgetary installation experience has 
taught the great importance to be attached to the psychological 
factor. Careful planning and thought is as necessary to the 
psychological approach as it is to the formulation of the budget 
and the technical considerations included therein. that is 
not for us is against us"’ can be regarded as true also in this in- 
stance. It is necessary for the success of the installation and its 
subsequent use as an instrument of management that everybody 
taking part in its control should be poized with the necessity 
for doing everything possible to carry out its aims and should 
have a full recognition of its importance not only to the Company 
but to each individual as well. 

(b) The Psychological Basis of the Budget. 

The Value of Purpose, 

The foregoing pages have dealt with the resistances likely to 
be encountered in the installation of a budgetary system and 
the methods by which these can be overcome or at least mini- 
mised. There is a psychological basis involved in budgeting and 
it is this which makes co-operation between employer and em- 
ployee possible. Without going into details it is necessary 
briefly to review the psychological value of Purpose. 

People are interested when an activity tends to keep occupy- 
ing their attention and absorbing them by some appeal. The 
appeal may lie in the very difficulty of the task or in the down- 
right enjoyment of its performance, or it may be in the anti- 
cipated approbation of associates in respect to proficiency. For 
people to be interested, attention has to pass the point of 
conscious effort and to become eager, immediate and spontaneous. 
Attention can be so commanded when we are actively engaged — 
have a definite object in view and recognise something at stake, 
something whose outcome is important for the individual. A 
display of interest is therefore a display of self-expressive 
activity. In this connection, William James, the eminent 
psychologist, says — 

what do the better men owe their escape from 
monotony! And in the fluctuations which all men feel in their 
own degree of energizing, to what are the improvements due 
when they occur! In general tex*ms the answer is plain; either 
some unusual stimulus fills them with emotional excitement or 
some unusual idea of necessity induces them to make an extra 
effort of will. Excitement, ideas and efforts, in a word, are what 
carry us over the dam.” 

We cannot be pleased with what we are doing and doing 
well unless we have some means of knowing that we are doing 
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well — ^knowing something of the results. What persists in 
purposive behaviour is the tendency towards some end or goal. 
The purposeful person wants something he has not yet got, and 
is striving towards some future result. Whereas a stimulus 
pushes him from behind, a goal beckons to him from ahead. 

Division of Responsibility. 

Taylor’s principles in modern management can be classi- 
fied under four headings, one of which can be described as the 
equitable division of responsibility. In every walk of life 
one of the most frequent causes of inefficiency and friction is 
the incorrect definition of functions. Under this heading we 
have, in the first place, overlapping — ^two or more parties attack- 
ing the same objective at the same time mth the resultant 
inevitable clash of interests, jealousy and bad feeling engend- 
ered. But another evil resulting from this defect is the shirk- 
ing of responsibility and the transfer of blame when matters go 
wrong. This is a most fruitful source of waste and of friction. 
Waste occurs because the higher placed man declines to take 
the steps or else ignores those which are necessary to be fol- 
lowed in order to achieve the best results, and friction occurs 
because, when things go wrong, the blame is so often passed 
down in an obviously unjust manner. The whole trouble is 
often due to the faulty division of responsibility. 

The Psychological Value of the Budget. 

The psychological basis of the budget, therefore, is to be 
found in the following — 

1. It provides specific purpose. 

2. It eaters for personal responsibility. 

3. It provides for recognition of achievement. 

4. It necessitates division of responsibility. 

5. It promotes co-operation. 

The foregoing pages make it unnecessary to amplify these 
further. 

Cottclusiozi. 

The whole subject can be summed up very aptly in the 
following words by J. P. Jordan (American Society of Mech- 
anical Engineers, December, 1927) — 

‘^The type of management which pays strict regard to psy- 
chological effects in controlling the various operations of a 
business institution is almost invariably successful. Whilst it 
is often said that in recent years management has been obliged 
to control in a manner different from that which obtained be- 



294 BUDGETING AND BUDGETARY CONTROL 

fore, it is probably a fact that the most outstanding eases of 
sneeessfiil management years ago were those which employed 
exactly the same methods as are siiceessfni to-day ; but in recent 
years, management in general has been forced to give far greater 
consideration to the human factors of business than before. If 
one would analyse the various types of business management 
which have been used, it is believed that the final conclusion 
would be that the outstanding successes have been those where 
careful psychological analyses became the guide of the execu- 
tives who composed the successfully managed business rather 
than some specific form of management. . . . 

All executives who fail to appreciate that budgetary con- 
trol has its greatest value in its psychological effects on the or- 
ganisation as a whole, are absolutely lacking in one of the 
greatest essentials of business management. 

Every key man in an organisation is required to visualise 
the future, to come through the moves of anticipated trans- 
actions before they have begun and to live through a specific 
period of future operations to such an extent that he will be- 
come thoroughly imbued with the necessity of making good on 
the figures which have been set up in the budget. The effect on 
the mind of each key man in such a case is tremendous. He as- 
sumes personal responsibility which otherwise could not possibly 
be assumed and very few men will shrink from assuming this 
responsibility when they are given the opportunity. Now if 
this does not seem to involve psychology I do not know what 
psychology is.’’ 

So much for management, but management itself has its 
responsibilities, and the budget demands the best of an execu- 
tive. He, too, has his psychological problems, but the budget 
aids him even more than it can be made to aid the workman. 
In the Bulletin of the Taylor Society, 1928/29, speaking on the 
budget as a medium of executive leadership, J. H. Williams 
has expressed the whole matter admirably in the following 
words— 

^"'The greatest difficulty of leadership is to impart infor- 
mation without creating antagonism, which leads to an effort to 
find other ways of doing the thing rather than to understand 
the explanation. 

Up to a certain age, which is about the time of finishing 
one^s education, most people are more easily taught than after- 
wards* The time when the change takes place varies. Psy- 
chologists explain that it is natural to take pride in learning 
so long as one is frankly a pupil .and that it is equally natural 
that when the pursuit of knowledge is over, one should resent 
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being given too nmcli information. It is interpreted to imply a 
lack of knowledge and is resented as depriving one of the 
privilege of working out the problem in one^s own way. 

The budget properly handled furnishes a means of com- 
bining instruction and inspiration of creative activity, which is 
unique. To obtain the full benefit, responsibility and credit for 
effective work and economy should always be given to the per- 
son in a position to effect such economies. The job of the man 
higher up should be to help and support those responsible for 
effecting economies to exercise their own authority, but not to 
make decisions for them. 

It is here that the budget comes in. Suppose the cost of 
a department, whether it be in an ofiSce or factory, has unduly 
increased or the quality of its work is unsatisfactory. The con- 
ventional procedure is for the executive in charge to send for 
the department head and show him the faults of his depart- 
ment. The department head has probably passed the period 
when his pride is in learning, and, however considerate the 
executive may be, the focussing of attention on faults will be 
regarded as criticism. If the department has been budgeted 
a different situation exists. 

The mere existence of a budget, which it is the duty of the 
executive to enforce, relieves him of the personal equation. With 
the budget in hand, he may send for the department head. In 
place of his pointing out the unsatisfactory results achieved 
and what could or should have been done to prevent this, they 
go over the budget together to see what can be done to bring 
about the desired results. This avoids the necessity for finding 
fault. The executive should remember that if a department 
head does not deserve this kind of treatment the best thing he 
can do is to fire him,, and put in his time on a more competent 
man. 

You may wonder why all this cannot be done without a 
budget. The budget, whether flexible or not, takes unto itself 
the onus of the situation and puts the executive more nearly 
on a level with the department head. It puts them in the posi- 
tion of having a common purpose. This is more stimulating 
to the department head than you can imagine, unless you have 
recently been a department head and have had the experience. 
Also the existence of the budget as a medium of expression of 
results achieved, objectifiles the conversation. There will be 
encouraging progress if the executive will avoid preaching and 
interest himself in developing the other man's ideas, rather 
than in exploiting his own. 

The situation should be developed through questions as to 
what it should cost under this or that condition to achieve cer- 
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tain maximum and minimtim results. Here comes the point of 
the flexible bndget. You show the department head how^ with 
this informatioHy he can work out his fixed and variable costs, 
and measure his accomplishments under the exact conditions 
which prevail in the terms of weeks or months, at will. "What 
is even more important, instead of telling him, you have caused 
him to analyse the situation, and to find out for himself what 
can and should be done. 

You may say it would be easier to do the work yourself, but 
I want to suggest that this kind of thing is the essence of leader- 
ship, and that without this sort of patience and ability, one had 
best stay in the class of doers. There are three stages in the 
development of leadership — 1, Learning ; 2, Doing ; 3, Leading. 
The trouble is that people in the second stage want the prestige 
of leadership, without giving up the kick of doing. 

Co-operation within the scope of the budget will mean co- 
operation within the organisation as a whole, and it is worth 
taking pains to ensure that it shall be there in maximum amount. 
It is far easier and better to be able to commend a man for his 
results than to have to dismiss him for his failures, yet the 
difference between these two actions perhaps lies in the way 
these matters are approached. The spirit of team work and the 
spirit of competition must be fostered — each employee is part 
of the organisation, but is also an individual unit working to 
a certain plan which must be attained. 



Chapter XIII 


BUDGETARY CONTROL UNDER AUSTRALIAN 
CONDITIONS 


Development in other countries — ^the position in Australia — ^the 
costing problem — ^the budgeting problem — ^the sales budget — ^ 
sources of Australian statistics — the budget period — sales analysis 
— the production budget — ^materials — ^purchasing — expense — selling 
expense — advertising— the cash budget — estimated profit and loss 
account — control — practical application. 

Before proceeding to a study of the peculiarities existing 
in Australian business conditions and the manner in which 
Budgetary Control is affected by them, it is necessary to nnder- 
stand the principles of budgeting and budgetary control and to 
obtain some knowledge of the trend of events in America and 
Europe in relation to these matters. It is not suggested that 
everything in these pages is totally applicable to Australian 
conditions. But in order to know what is applicable, what must 
be discarded as being out of line, and wbat can be adapted to 
business conditions in Australia, it is essential to know sufScient 
about the whole subject to enable sane conclusions to be drawn. 
The principles at all events must be thoroughly understood. 

Development in Other Countries. 

It must be remembered that any general application of 
budgetary installation in its latest form is comparatively recent. 
Even in America, which is far ahead of any other nation, it is 
only now beginning to take shape in very definite form. The 
development of the flexible budget was accelerated by the last 
depression, and its rapid adoption testifies to the growing recog- 
nition of its value to business organisations. Each country is 
developing along its own lines and in accordance with its own 
conditions and retnirements. In England the general i^ss 
of industry is slow in taking up these newer methods, possibly 
because of the traditional conservatism of the English. Euro- 
pean countries, too, are well behind America, but the ever present 
demand for economy is having its effect, and the leaders in 
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European industry are not only seized with the necessity for 
availing themselves of the assistance of all such managerial 
aids, but are going very deeply into all efficiency methods. In 
certain cases it is possible that the economic situation, both in 
its commercial and political aspects, is the reason for the feverish 
research in these matters. 

The Position in Australia. 

Here in Australia the problem is different from other parts 
of the world. In both Europe and America there is a very 
pronounced industrial field, with large populations and old 
established industries. Many of the countries are mainly manu- 
facturing, the primary industries being of lesser importance. 
On the other hand Australia is really a primary industry con- 
tinent. There is also an industrial field, but this is limited by 
the small population and the fact that, with certain exceptions, 
we are not in a position to manufacture for export. The size 
of our average factory is therefore very small compared with 
those of America and Europe, and the solution of problems as 
applied to those countries may not, and indeed often does not, 
fit in with our scheme of things here. The methods to be applied 
in the factory employing 5,000 hands will probably send in- 
solvent the concern with 500 hands on its payroll. Yet even 
the 500 hand factory is quite a comparatively big unit in Aus- 
tralia. Our factories are small, our enterprises yet in their 
infancy. What applies to the purely manufacturing industries, 
applies, perhaps to a lesser degree, to the merchandising and 
retail sections of trade. 

Yet it is of the greatest importance that we keep in touch 
with modem developments, not only in relation to engineering, 
manufacturing and merchandising, but also in the spheres of 
costing and business management. The expedients adopted in 
other countries must have much to recommend them. It is our 
duty to discover if these can be moulded to our conditions ; can 
be made to fit in with our scheme of things ; can be changed to 
provide us with the solution of some of our difficulties. The 
purpose of this chapter, therefore, is to subject Budgeting and 
Budgetary Control to an examination in an endeavonr to evolve 
a system and conclusions which could he adopted by average 
concerns in our own country. 

The CJosting Preblem. 

It is well recognised that a costing system should tie up 
with the financial records. This is not an indisputable proof of 
accuracy but it does limit errors of costs to certain general fields, 
and also tends to give certainty to the total costs. Unfortunately, 
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however, costing systems which tie in with the general financial 
hooks are usually costly to install, and the word ‘^costly” is 
written even with a due knowledge of the gains to be expected 
from such a system. Where any departure is made from a com- 
plete costing system, accuracy is bound to suffer and the chances 
of errors in costs and mistakes in assumptions drawn from 
the results shown are greatly increased. However, few concerns 
in Australia can afford to install a complete costing system of a 
type satisfactory to the expert. Costing in Australia has suf- 
fered greatly through the attempted installation of systems 
which are too big and too cumbersome for the undertaking. It 
is not denied that the concern would have much to gain, pos- 
sibly it would be the greatest single aid to profits, but the whole 
system seems to be so unwieldy and so difficult for both the man- 
agement and the staff that it is often condemned before the in- 
stallation is completed. 

The Problem of Budgeting in Australia. 

The difficulties experienced in relation to costing are likely 
to be met with in connection with budgeting — in certain cases 
perhaps to a greater degree. A study of the previous chapters 
will possibly leave many Australian business executives with 
one idea in mind — ^that if it was necessary to go to all that 
trouble to obtain the necessary information to install variable 
budgeting, the budget would be completed after the concern had 
gone into liquidation. The statement that the budget should 
fit the business and not the business fit the budget applies no- 
where with greater force than in Australia. It is therefore 
necessary to examine the budget to see how this latest develop- 
ment in business management can become available to us in 
a form that would cater for conditions likely to be experienced 
here. 

The Australian business is often too small to allow the in- 
stallation of a complete budget system built up under ideal con- 
ditions. The size of the average concern is sufficient in itself 
to make a compromise essential, however important the draw- 
backs of incomplete measures may be. But it is necessary to 
understand the principles, and then to mould these principles 
to fit in with the particular business, having in mind its size, 
its difficulties and its absorption power. At the same time the 
mistake should not be made of thinking that anything will do 
because of the difficulties of installing a complete system. 

The Sales Budget. 

Suppose we start with the Sales Budget, which is px'obably 
more essential here than anywhere else because our market is 
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limited and we have no export policy in reserve. In Anstralia 
nnf ortnnately, statistics have not been developed to a very high 
pitch, and though the various state statisticians provide us with 
figures relating to their own particular state, and the Common- 
wealth figures are available from the Commonwealth Year Book, 
these sources do not touch much that would be of great value 
to the average business man. He is largely dependent upon his 
own records, which, in the vast majority of cases, have no great 
length of experience behind them. In many cases the business 
has grown over a comparatively few years, and each year is to 
a certain extent a venture into the semi-dark. It is true that 
trends can be traced and estimates made, but these may be very 
incomplete and limited to totals. Sales figures may never have 
been analysed, and whilst the figures will enable reasonably 
accurate predictions of total sales to be made, the additional 
figures necessary for gauging production programmes, sales of 
individual products, costs and profits of lines or groups of lines, 
may be quite unobtainable without undertaking the laborious 
and costly task of analysing the results of a number of previous 
years. 

Even in the case of total sales, however, there are special 
difficulties. Whereas in America and, to a lesser degree, England 
and the Continental eoimtries, forecasting agencies are able to 
give past figures, thus enabling the trade cycles to be seen and 
facilitating forecasts of future conditions, little of this nature 
is available in this country. The fact that it is said that even 
in America these agencies have only been able to obtain a 50 per 
cent accuracy does not alter the fact that the information is 
often of great value. Nor is this the most serious factor. 

Australia, mainly a primary producing country, depends 
largely upon its wheat and wool production for its prosperity. 
Bountiful wheat and wool production, coupled with good prices, 
speU success and have a most marked ejffect upon the vast 
majority of Australian businesses. On the other hand poor 
crops, poor priem or both can have, and have had in the past> 
disastrous results. Furthermore, conditions differ in the various 
states and a drought and consequent poor harvest in one state 
may be offset by a bountiful harv^t in another. The most im- 
portant matter to remember, however, is that the prediction of 
sales, because of this infliuence of primary industries, becomes 
largely dependent upon weather conditions, as well as on mat- 
ters oveweas. It is true that estimates can be obtained of the 
prices likely to be realised for next season’s wheat and wool, 
and even though these are frequently inaccurate, they can be 
adopted for forecasting purposes. The weather, however, is a 
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different problem, especially as the late rains can have such a 
very big effect upon total yields. 

These conditions certainly promote difficult problems; 
Where a concern is trading in all states, the attitude is fre- 
quently adopted that a yield failure in one state will be offset 
by a satisfactory harvest in another, and figures are available 
to show the yields of the various states over a period of years 
and the average production per acre. A study of these figures, 
together with an examination of the conditions so far experi- 
enced for the current period, will generally make possible a pre- 
diction of what can be expected. Forecasts are issued from time 
to time and note of these must be taken. In the ease of those 
concerns manufacturing, for example, agricultural machinery, a 
much closer examination would be necessary. In this ease, too, 
it would be desirable to have some knowledge of the psychology 
of the farmer. 

Sources of Australian Statistics. 

By such methods, together with a study of all available 
statistics relating to the particular problem, it may be possible 
to arrive at an estimate of what the general conditions are likely 
to be during the coming period. Dr F. R. E. Mauldon set down 
the main sources of information concerning statistics as under — 

Official. 

1. The Common'wealth and State Year Books (Viet, 
and N.S.W. — ^and Statistical Bureaux annual sum- 
maries or abstracts). 

2. Annual Labour Reports. 

3. Quarterly summaries of Statistics. 

4. Annual Bulletins in Demography (Population and 
Vital Statistics). 

5. Overseas Trade; Production, Finance and Trans- 
port and Communication. 

6. Monthly summaries of Business Statistics (N.S.W.) 
and Monthly Business Index of the Queensland 
Bureau of Industry, together with similar publica- 
tions of othef States. 

7. Government departmental documents, such as the 
Treasury Gazette of Banking Statistics, the Com- 
monwealth Bank Weekly and Monthly Returns, 
Commonwealth Treasurers’ Budget Papers and Re- 
ports, Taxation, Postal, Agriculture, Mine and 
Labour and Industry Departments. 
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1. Banking and Insurance Record. 

2. Melbourne Stock Exchange Report. 

3. Publications of the National Council of Wool Sell- 
ing Brokers. 

4. Private Banks’ Monthly Bulletins. 

5. Jobson’s Investment Digest. 

(Taken from ^^The Use and Abuse of Statistics.”) 

This is quite a comprehensive list and it is not suggested that 
all such authorities should be consulted. It is simply necessary 
to choose those publications which give the statistics of most 
value in connection with the problem in hand and concentrate 
attention on them.' 

It would therefore be necessary to examine the whole mat- 
ter in the relationship of the business itself and its own par- 
ticular trade. For example, a radio manufacturing concern 
would conduct an exhaustive analysis into the past and present 
radio popularity and the number of wireless licences issued. Any 
national events likely to influence the popularity of the radio 
would not be overlooked, e.g., a test cricket match year would 
be likely to bring an abnormal iticrease in licences. Furthermore, 
the plans and intentions of the various Broadcasting Stations, 
both ^^A” and *‘B” class, would have to be taken into account. 
A decision to erect a new station in an area previously suffering 
from extremely bad reception would tend to increase the ex- 
pectation of radio sales in that district. The state of the trade 
generally, the intentions of competitors or new manufacturers 
entering the field, newer styles likely to be introduced, the policy 
of the organisation for the coming period — all these matters 
would be considered in arriving at the figures to be placed in the 
Bales Budget. 

The Budget Period. 

The period of the budget also has to be considered. This 
may vary in different industries and also for different parts of 
the year. For example, where an industry is closely connected 
with agricultural conditions, such as in the case previously men- 
tioned of the agricultural machinery fh*m, it may be necessary 
to divide the year into periods, roughly to coincide with, say, 
the ploughing and harvesting seasons. Alternatively, 'a three 
months’ period may be adopted. In certain cases the best terms 
may be two three-monthly periods and one six-monthly. Only 
the individual cii^eumstanees operating in each case can lead 
to the (correct conclusion, but it should be noted that the degree 
of uncertainty due to primary industries really has the effect 
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of shorteniiigr, rather than lengthening, the budgetary period. 
Concerns taking out monthly Balance Sheets may be in the for- 
tunate position of being able to arrange a yearly budget divided 
into monthly parts, but there are comparatively few businesses 
where the monthly Balance Sheet is as yet the recognised pro- 
cedure. 

Sales Analysis. 

TThen the total sales have been estimated these must be 
further analysed to divide the figure into, firstly, territories and 
then possibly into products or groups of products where this 
has not already been done. The sales total may have been built 
up through an endeavour to arrive at the sales that can be ex- 
pected in the individual areas, or each state may have been 
taken separately, where an interstate trade is carried on. The 
various branch offices (where these are in operation) may be 
asked tts estimate their own sales, and in turn they may do so 
by dividing the territory into districts (possibly salesmen’s dis- 
tricts) and estimating probable results in relation to each. The 
factors 10 be borne in mind would be past results, effects ex- 
pi’cted from future policies or changes of policies, and the know- 
ledge of each district possessed by the salesmen themselves. 
Generally, travellers have a most intimate knowledge of affairs 
in their o\ni districts and are frequently able to give most re- 
liable cstimate.s, not only of probable sales, but of collection of 
accounts and such matters. It is not infrequently found that in 
Western Australia, for example, the northern wheat areas may 
have an exi'cHent sea-son whilst the eastern wheat belt may be 
faced with extremely poor yields. The purchasing power of these 
areas during tlic* coming year may therefore be quite different. 

In this way quotas can be .set, the quotas totalling the 
budget figure. Each state w'ould then have its own budget 
figure, tin* total of the.se, of course, giving the total for the 
Head Offu'e. The latter, situated in, say, Melbourne or Sydney, 
vv<mld still have its own slate budget as its immediate respon- 
sibility. 

The Production Budget. 

The amount <»f analysis needed to arrive at product sales 
depends upon the type of business. In the ease of manufactur- 
ing, a production programme can only be built up from the quan- 
tities of products demanded by the sales budget. This is eom- 
para.ively simple when the number of manufactured lines is 
few. For example, in the case of machinery, it is probable that 
the total sales have been estimated by predicting the number of 
each particular type of machine likely to be required, and from 
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this it should be possible to draw tip the manufacturing pro- 
gramme. Great care must be taken in those cases where it is 
necessary to have the manufacturing programme largely com- 
pleted before the advent of the selling season. Where^ however, 
manufacturing is carried out over the year, it is possible to 
speed up or slacken production where it is found necessary 
to vary the budgeted manufacturing programme. 

Where large numbers of products are being manufactured 
no hard and fast rule can be laid down, but it is probable that 
the analysis necessary to determine the amount of each product 
likely to be required will demand a great deal of work. Even 
when these figures have been finally obtained they may be merely 
unreliable estimates quite unsuitable for use as the basis of a 
manufacturing programme. This promotes something of a 
dilemma because it is necessary to have a manufacturing pro- 
gramme and a manufacturing budget and these must he in har- 
mony with the sales budget. Here it may be necessary to de- 
part somewhat further from the general principles laid down 
heretofore. Where it is obviously impossible to make any com- 
plete and exhaustive analysis of products, it may be feasible to 
arrive at the quantities of the various products manufactured 
in previous years or periods. Investigation of these figures, 
^vhich would probably be obtained from works authorisations 
or production orders, examined in the light of total sales, may 
make it possible to discover a fixed relationship between pro- 
ducts or groups of products and total sales. This may then be 
followed by prediction of the total of the products or groups 
of products likely to be required in relation to the total of the 
budgeted sales for the period under review. Very often this 
will provide estimates of sufficient accuracy to enable the sales 
to be split up into desired groups. 

Where this yields a tangible solution, the manufacturing 
programme may be set in the light of previous programmes. 
Thus it would he known that in the previous year a commence- 
meiit was made with the manufacture of certain products in 
certain quantities, and that these quantities had to be repeated 
in two months. If the current period allows for an increase in 
sales of 10 per cent, it may be advisable to increase the manufac- 
turing programme 10 per cent all round, or, alternatively, in- 
crease by a larger amount those products which are likely to be 
responsible for the increase in the total sales figure. It is sur- 
prising the results which can be achieved by careful analysis and 
investigation from apparently barren soil All planning, how- 
ever, must be done intelligently and the mistakes and drawbacks 
of previous periods should be avoided. It is also necessary to 
take into account slow stocks, accumulated because of over- 
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production in previous periods. The economic lot quantity 
would here enter into .the question. This problem is similar 
in Australia to elsewhere, except that here the economic lot 
would generally be much smaller than in most other countries. 
It thus becomes possible to arrive at the quantities of each 
product that would go to make up a complete manufacturing 
programme. It is probable that the first attempts may not be 
very successful, but with experience and practice a great deal 
of accuracy would soon be obtained. Right from the outset, 
however, increased efficiency and a certain amount of economy 
would probably ^result. 

The Materials Budget. 

Once a manufacturing programme has been adopted (and 
it must be remembered that where difficulties are great a monthly 
period can quite well be used) materials control should be 
attempted. A thorough survey of the stock sheets would show 
the amount and kinds of dead and obsolete stock, and this in 
itself would produce valuable information. It may come as a 
surprise to realise how much stock of this nature has been 
accumulated. The large stocks of slow sellers that can result 
from haphazard manufacturing and unwise manufacturing pro- 
grammes will be illuminating and the necessity for predeter- 
mined and carefully thought out plans will be illustrated. The 
result of this investigation may mean an alteration in the manu- 
facturing programme, but in any case, once the production pro- 
gramme is fixed, the preparation of materials necessary should 
present no difficulties. 

The Purchase Budget. 

Prom this investigation of the stocks and manufacturing 
programme it is necessary to proceed to the purchasing of the 
requirements for manufacturing. It will be remembered that 
it was pointed out in Chapter IV that much money can be saved 
by keeping inventories at a minimum and this applies with equal 
force in Australia as elsewhere. By a series of simple charts 
and tables it is possible to work out a purchasing programme 
as the commencing point of a purchase budget. At first this 
will often be merely a placing on paper the plans adopted in 
the past. The procedure to be adopted will resemble that out- 
lined previously in this connection, and quantities to be pur- 
chased will be calculated from the Materials Budget. 

Expense Budgets. 

The budgeting for and control of expense may raise more 
difficult questions especially where in the past there has been 
only limited knowdedge of costs. It will be remembered that the 
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procedure adopted when dealing with the principles governing 
the expense budgets commenced with a study of past costs and 
then a setting of standards to obtain total expenses. It is pos- 
sible, and indeed is the case in many Australian businesses, 
that any knowledge of costs is somewhat superficial and would 
certainly be more guess-work than reliable estimates. It is 
evident that such figures are of little use for incorporating in 
a budget. As it is necessary to calculate the expenses so that 
the estimated profit or loss on the transactions can be ultimately 
obtained, there are several plans which can be adopted. 

It may be possible to arrive at standard costs for each 
product or set of products. This entails a detailed examination 
of the operations in relation to each product or group of pro- 
ducts under either a set of ideal conditions, a set of normal con- 
ditions, or a set of conditions such as is likely to represent the 
standard which the factory wdll achieve. Where no statisiies 
of these costs are already available it would be necessary to go 
through each operation with foremen, estimating the time taken, 
the batches to be processed and the factory expenses which 
would be incurred. Indirect expenses could then be arrived at 
either as estimates in relation to the products or as a total for 
the whole of the factory operations. Such matters as rent, 
depreciation, lighting etc. could be gauged with accuracy from 
previous accounts, and it is really the direct factory expenses 
which would cause most difficulty. 

An examination of past records would show the totals of 
the expenses in relation to the manufacturing programme last 
year, or last month, or %vhatever period was examined. If for 
the period covered by the budget tiie manufacturing programme 
is to be speeded up by 10 per cent, estimates of the total expense 
necessary could be made. Under these circumstances care must 
be taken to ensure that the estimated figures are at least equal 
to the previous results. For example, if the past yearns results 
were satisfactory and it was felt that a high standard of effici- 
ency had been attained in the factory operations, it may be 
considered advisable to budget for only a slight improvement on 
the past period’s results, making allowance, of course, for any 
differences in the manufacturing programme. Where the re- 
sults were not satisfactory, determined efforts should be made 
towards improvement, and the budget figure should be set 
accordingly. This method has, of course, obvious weaknesses, 
but these can be largely eliminated over a period, as more accu- 
rate knowledge becomes available. The impoii:ant matter is to 
see that these improvements are made as quickly as possible and 
in sufficient time to make sure that the business does not suffer 
unduly in the intervening period. It is worthy of note that 
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the time taken to reacii satisfactory stages "with the budget often 
varies proportionately to the time and thought put into the 
matter. 

Where the budget figures are estimates which could not be 
based on any very reliable past figures, a greater degree of 
surveillance and examination should be practised. Furthermore, 
it will probably be found advisable to make the budgetary period 
a fairly short one. With successive periods estimates which 
were largely guesses can quickly be dispensed with, figures 
based upon actual experience being substituted. 

Dealing with departmental expense figures represents an 
attempt to evade the necessity for making individual product 
costs. It treats the factory as a whole or as being merely split 
up into a number of departments giving departmental costs. 
This method will enable control in total to be exercised with 
more or less success, but sometimes seriously handicaps the 
management when it comes to a detailed analysis of actual 
operations. 

Selling Expense Budget. 

It should not be difficult to arrive at the total of selling 
expenses from past financial records, particularly in Australia 
where, as a rule, the number of salesmen employed is small, and 
few selling methods are complicated. 

Advertising Budget. 

The question of advertising presents few difficulties. It is 
probable that there has always been an advertising appropria- 
tion at least wffien much advertising has been done. This appro- 
priation can be continued and an attempt made to split it into 
various product advertising costs, or, where necessary, costs for 
groups of products, and also in relation to various advertising 
media. 

The Cash Budget. 

Before proceeding to the next logical step of the estimated 
Balance Sheet, it may be wise to examine the question of the 
Cash Budget This can and should be prepared in accordance 
with the methods outlined when dealing with this subject. The 
depression restricted the practice, previously widespread 
throughout Australia, of granting credit on “after-harvest*^ 
terms. In certain industries it is still done, of course, but to a 
limited extent only. Possibly more now than ever before, the 
cash position must be controlled and the controlling device is 
the cash budget. It is not proposed to go into this matter in 
detail because entirely conventional lines are followed. Where 
country business is being done, however, it may be necessary 
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to alter estimates according to seasonal conditions and produce 
prices. Salesmen and country travellers can be invaluable in 
giving the finance department information regarding country 
customers. The standing of every one is well known thronghont 
the commercial travelling community, and note is always being 
taken and comparisons made in relation to district crops and 
district prospects, both for collections and sales. 

Estimated Profit & Loss A/c. 

'When the whole of the budget figures have been obtained, 
it will be possible to prepare the estimated profit and loss ac- 
count and balance sheet and arrive at the estimated results dis- 
closed thereby. The result shown may or may not be satisfac- 
tory, but where the estimates are not based on anything very 
solid in the way of accurate costings etc., it is advisable to 
spend a good deal of time in a thorough examination and 
analysis of the position presented by these statements. In the 
first place a comparison should be made between the results 
for the period as against those shown for the previous period. 
Any discrepancy should be traced, and it may then be found 
that the budgeted results will disclose a very much more fav- 
ourable result than that of the previous period. This should 
be view'ed with the greatest suspicion until the reasons for the 
change become apparent. It is useless to arrive at satisfactory 
estimates unless they represent sane expectations rather than 
pious hopes. 

It was pointed out that where unsatisfactory results have 
been shown every endeavour should be made to improve upon 
these performances, and it is possible that the new figures are 
the results of the alterations which are proposed. If analysis 
show's this to be the position, it will be necessary to go into 
this phase of the question again, making stire that the new con- 
ditions are essentially practicable and eati be realised, or at 
least are possible of achievement. Throughout the period special 
attention and supervision should then 'be given to this particular 
matter. This is, therefore, the first consideration — to compare 
the estimated balance sheet with the previous period results. 
The manner in which any alterations In the budget which dis- 
tinguish this period from the previous period, are likely to 
affect results, should then be noted. This aspect of analysing the 
results to see that the budget is setting forth something prac- 
tical, something that there is every chance of attaining, cannot 
be too strongly stressed. It is all important that the results 
budgeted be reliable estimates, not a mere juggling of figures to 
give a desired result. 

Even though the figures shown may be favourable, further 
improvement may be possible after re-examining the various 
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factors and ensuring that everything is in harmony. The pro- 
duction programme must fit in with the sales programme, the 
inventories must be kept in line, the machines must be able to 
cope with the manufacturing programme. 

It is possible, however, that the results disclosed by the 
estimated Profit and Loss Account and Balance Sheet will be 
unfavourable. Here again, it is impossible to cure the disease 
until it has been diagnosed. The unfavourable factors must 
be isolated to discover what is mainly responsible for the ad- 
verse results. Comparisons with the previous period will yield 
some information. Alternatively, the budget may show some 
improvement on past results, but this may not be very pro- 
nounced, and certainly' not sutficient to enable a profit to be 
shown. The first step would be to try and locate the stumbling 
blocks — selling expenses which are too high, factory operations 
which are too costly, profits made in the factory which are 
eaten up in heavy overhead, machines which are inefficient. 
Each function should be taken separately, analysed, and an 
attempt made to improve upon the results. Every possible 
efficiency, every saving consistent with good management, 
should be pursued. Perhaps routing the work differently in the 
factory would overcome delays which are really at the bottom 
of heavy factory costs. Possibly selling expenses are too high, 
because of uneconomic travelling. Expenses for travelling and 
entertaining may be extravagant and not warranted by results. 
Repair bills may be exorbitant or perhaps raw materials are 
not bought economically. An efficiency audit should be con- 
ducted to arrive at the root of the trouble. Even if difficulties 
cannot possibly be altered — if financial resources will not allow 
them to be altered — they should be known. They cannot be 
repaired or circumvented until they are known and at least it 
may be possible to advance workable plans for a more satis- 
factory state of affairs. 

Control. 

Once the budget has been decided upon and passed as being 
the gauge set for the coming period, the next problem is that of 
control. This is in one way simplified, and in another made 
more difficult, by the fact that totals and sub-totals only are 
available as means of control. In the first place, it is compara- 
tively easy to see whether the actual results accord with the 
budgetary figures, but it is much more difficult to judge where 
the budget breaks dowm when the estimates are not realised. 
It was mentioned earlier that the more general the figures the 
more difficult the localisation of faults. Possibly much analysis 
will be necessary to locate discrepancies, to fix the responsibility, 
and to rectify the mistakes. Yet this is the crux of budgetary 
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control and must be done. The value of the budget is very- 
limited if it is merely regarded as a set of figures. The action 
necessary to overcome errors cannot be detailed here because 
each case must be treated on its merits. Nevertheless, correctives 
will probably follow quickly upon analyses of cause and result. 

Practical Application in Australia, 

The attempt has been made in the foregoing pages to set 
down, firstly the main principles of budgeting, secondly the 
application of those principles in the preparation of the budget, 
and thirdly the application of budgetary control. 

For the average Australian manufacturing business — of 
medium size — ^^vith some knowledge of costs obtained by ob- 
servation and calculation, but without any recognised costing 
system, a complete fixed budget system could be attempted. It 
should be taken step by step and proceeded through to logical 
conclusion. Where individual items cannot be obtained with 
any degree of accuracy, totals can be inserted having in mind 
the necessity for working back to details as soon as possible in 
subsequent budget periods. 

The use of a complete form of variable budgeting will be 
found to be difficult unless accurate data obtained through a 
costing system is available, whilst a system of standard costs is 
always of the greatest value. The complete Flexible Budget 
based upon a costing system — the sixth method described — is 
definitely the best method of budgeting for a manufacturing 
business. Where this is impossible, however, one of the other 
methods of variable budgeting outlined in Part 2 of this book 
may be adopted. Sometimes some such method can be used in 
conjunction with a Fixed Budget. Indeed where the latter is 
in operation it is always advisable to aim at the incorporation 
of variable budgeting formulas in order to arrive at correct 
figures of turnovers other than those appearing in the Fixed 
Budget. It is suggested, therefore, that as a general rule the 
most advisable forms of budgeting, in order, are— 

1 . A Flexible Budget based on a Costing System. 

2. A Flexible Budget based on estimated costs, though 
without an actual Costing System. 

3 . Some form of budget which would be a compromise 
between the Fixed and the Flexible Budgets. 

4. A Fixed Budget 

Though there are three preferable alternatives, even the 
value of Fixed Budgets should not be underestimated. They 
can be most useful management aids and with a little experience 
can be used as stepping-off points for the installation of a 
Flexible Budget. 
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Particularly in relation to the smaller Australian manufac- 
turing business it will often be thought that the peculiarities 
of such make budgeting too difficult, generally because of the 
impossibility of predicting sales or some such essential matter. 
It should be remembered that every business is apt to think 
along these lines and there are always some difficulties encount- 
ered, but such problems seldom fail to yield to a determined 
effort. If it is maintained that the difficulties cannot possibly 
be overcome there may be other means of minimising the 
trouble. 

In the first place, a commencement can be made with one 
or more small budgets. For example, a beginning can be made 
with a Cash Budget. Later, possibly in successive periods, a 
Sales Budget could be developed — ^then an Expense Budget, 
and so on. Alternatively, a start might be made by budgeting 
office costs. This may gradually be extended to take in selling 
costs and other expenses. An advertising appropriation may 
follow, and so on until all administrative and selling costs have 
been covered. It may then be thought fit to devote attention to 
certain portions of the manufacturing programme, until finally 
every phase of the business is budget controlled. 

'’There need be no hesitation about making a small and simple 
start, gi'adually extending period by period to take in succes- 
sive phases of the business. The repeated preparation of esti- 
mates will make for proficiency and ability in dealing with the 
more difficult sections of a business. It should also be remem- 
bered that where a budget, even covering only a portion of the 
activities, is prepared conscientiously, some benefit will un- 
doubtedly be felt. Difficulties wdll no doubt occur, but few 
things ^vorth wdiile are obtained easily. 

There is another method by which some simplification of 
problems is possible. Where it may be thought altogether too 
difficult to prepare budgetary estimates covering, say, six 
months, these may be possible for, say, one, two or three 
months. For example, if it is practically impossible to forecast 
sales for six months ahead, but a reasonably accurate figure for 
the next month could be predicted, a total for six months could 
be inserted, but concentration devoted to the first month's re- 
sults. 

It will be noted that the foregoing deals mainly with manu- 
facturing activities. The question of the wholesale and/or retail 
merchant raises problems of a different kind, though these are 
largely dealt with in the chapter dealing with this subject. The 
difference between Australian and overseas conditions in these 
matters is not nearly as marked as in the case of manufacturing 
industries. However, even here Australian conditions make it 
necessary to cater for and cope with certain peculiarities. With 
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some modifications where necessary it should not be difficult to 
adopt the methods outlined in Chapter VII. 

That some form of this management device should be 
adopted should not need proving. In this era of ever increasing 
efficiency, it is necessary that we in Australia, as elsewhere, 
should become more and more able to depend upon our own 
efficiency, rather than upon such factors as favourable duties 
and exchange rates, which may be mere temporary palliatives. 
A system of budgetary control will definitely help towards the 
desired standard of efficiency. The universal recognition of its 
uses and its effectiveness overseas should be sufficient proof of 
its value. Once a commencement is made, providing that intel- 
ligent operation gives it a reasonable chance, budgetary control 
may speedily become indispensable. 
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essentials of, 215-216, 218 
objections to, 216-217 

Moveable period budget, 19-20 

Multiple budgets, 229-236, 253, 254 
departmental, 232, 234 
flexible features of, 253 
preparation of, 233, 236 

Kational Industrial Conference Board, 2, 18, 19, 41, 230 

Normal capacity in budgeted standards, 270-276 

Objections to advertising appropriation, 64 

Occupational budget, 109 

Officer, budget, duties of, 14-15, 156-157 

Operating capital budget, 25, 139-144 
factors affecting, 139-140, 142-144 
principles of, 141, 142 

Orders handled, expense of, 178 

Organisation, budgetary plan of, 9, 10 

Packing, shipping and transportation budget, 64-67, 184-185 
comprised of, 64 
control over, 184-185 
packing costs, 67 
responsibility for, 67 

Payroll budget, 70, 103, 107, 108 

relationship to labour budget, 103, 108 

Percentage of industry method, sales, 34 

Percentage of sales method, advertising, 58 

Period budget, 15-20, 100-101, 111 
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Planned mark-downs, 209, 211-212 
Planned mark-ups, 209, 212-213 
Planned purchases, 213 
Planned sales, 209-210 
Planned stocks, 209-210, 211 
Planning, 3 

Plant and equipment budget, 5, 70, 111-117, 194-198 
authorisation of projects, 115-117 
control over, 194-197 
importance of, 112 
matters affecting, 112-114 
objects of; 111 
period of, 111 
preparation of, 114-115 
responsibility for, 117 

Policy guide, 6 

Policy defined, 11 

Position of industry method, 37 

Postages and telegrams, 255, 256-258 

Power, heat and light expense, 199 

Price reductions, results of, 249-250 

Price variations, control over, 166-169 

Production — 

analysis, 76, 81 
control, 83-85, 185-187 
despatching, 81-82 
guide to planning, 79, 84-85 
scheduling, 22, 81 

Production budget, 5, 19, 70, 77-87, 185-187, 303-305 
aim-s of, 80-81 
Australia, in, 303-305 
control, 185-187 
knowledge essential for, 78-79 
planning methods, 77-78 
planning variation, 79-80 
responsibility for, 87 

Products — 

sales budget by, 42 
control over, 53-54, 176, 177 

Profit, actual, compared with forecasted, 273-276 

Profit and loss acoount— 

estimated, 21, 22, 25, 144-147, 149, 226, 308-310 

advantages of completing, 144-145 

Australia in, 308-310 

balance sheet relation to, 145 

completion of estimates, 144-145 

procedure in relation to, 145-147 

retail merchandising, in, 226 
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Profit control, 237-250, 267-277 

approach to profits through, 248-250 
ascertaining amount of profit in, 241-243 
break-even point in, 241 
charts, 243-247 

price reductions, effect of, 249-250 
turnover calculation in, 247-248 
types of costs in, 237-239 
variability factor in, 239-240 

Profit control budgeting, 270-276 

Programme budgetary control, 21-23 

Prospective purchasers in advertising, 59-60 

Purchase budget, 5, 70, 95-102, 188-191, 192, 305 
aims of, 98 
Australia, in, 305 
control over, 188-191, 192 
desirable deliveries, 96 
information necessary for, 97 
period of, 100-102 
preparation of, 100 
procedure of, 98*100 
responsibility for, 102 

Purchase expense budget, 101, 102 

Purchasing methods, 100 

Psychological aspects of budgeting, 287-296 
aim, as an, 291 
approach, individual, 289-290 
attitude of executive, 290 
co-operation of employees, 287 
incentives, 291 
resistance, 288-289 
responsibility, 293 
value of budgets, 293-296 
value of purpose, 292 

Ratios, 110, 130, 152-156 

Repairs and maintenance budget, 5, 70, 118-122, 194-196., 197 
basis of, 119 
control over, 194-196, 197 
items not included, 120-122 
preparation of, 120 
purposes of, 120 
repairs not done in factory, 120 
responsibility for, 119 
variations in, 118-119 

Responsibility for budgets— 
administrative expense, 131 
financial, 119 
functional, 279-284 
general, 24-25 
materials, 95 

packing, shipping and transportation, 67 
plant and equipment, 117 
production, 87 
purchase, 102 

repairs and maintenance, 119 
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Betaii merchaiidise budget, 207-226 
advertising, 228-225 
budgets included in, 208 
eo-ordinated, 213 
definitions of, 209 
expense budget, 223-225 
expense classification, 221 
expense control, 222 
financial budget, 225 
merchandise budget, 209-211 
merchandise plan essentials, 215-216 
merchandise plan objections, 216-217 
objects of, 207 
open to-buy, 215 
profit and loss account, 226 

Revision of budgets, 22, 24, 26-27, 157 

Salaries, 131 

Sales budget, 5, 19, 22, 25, 28-47, 50-53, 164-172, 299-301, 303 
accuracy necessity for, in, 30 
Australian conditions, in, 299-301, 303 
control over, 164-172 
forecasting in, 29-43 
groups of products in, 42 
manufacturing, co-ordination with, 72 
methods of preparation, 40-42 
responsibility for, 47 
salesmen's quotas in, 43 
selling expense, relationship to, 50, 53 
territories, 42 

Sales budgetary control, 164-172 

analysis of product quantities, 167, 170 
analysis of sales results, 167, 168 
analysis of variations, 165 
profits affected by, 171 
variations price, 166, 169 
variations volume, 165 

Sales guide, 6 

Sales office expenses, 51 

Salesmen — 

budget quotas and, 43 
control over expenses of, 179-180 
costs, 54 

Seasonal factors, 16, 30-32, 104, 106, 138, 202-206 

Secular trend, 33 

Selling expense budget, 5, 19, 49-56, 177-180, 307 
Australia, in, 307 
control over, 177-180 
expenses covered in, 51 
preparation, reasons for, 50 
ratio to sales, 53 
relationship to sales, 50, 53 
standards in, 51 
standards preparation in, 52 
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Sequence in biid[#jretary preparation, 12 

Shipping and transportation and packing budget, 64-67, 184185 

Shipping and warehouse expenses, 67 

Size of orders, 54 

Special order trade, 44-46 

Staif department budget, 109 

Standards budgeted, 269-276 

Standard costs, 8-9, 269 276 

Statistics — 

Australian, 301-302 
value of, 163 

Stores and materials expense budget, 94-95 

Task method, advertising appropriation, 58-59 

Telephone expense, 199 

Territories — 

control over costs of, 54 
sales budget by, 42 
selling expense by, 177-178 

Transportation, shipping and packing budget, 64-67, 184-185 
Trend business cycle, 29-30 
Trend secular, 33 

Unit method, advertising appropriation, 59 

Variable budgeting — 

development of, 206, 229-231 
distinction between fixed and, 231-232, 252 
flexible budgets as part of, 251-277 
functional budgets as part of, 278-282 
methods adopted in, 232-233 
multiple budgets as part of, 233-236 

Variable costs, 237-250 
flxed, 239 
partly, 238 
semi, 238 
true, 238 

Variations, analysis of, 165, 172 

Warehouse expenses, 65 

Warehouse and shipping budget, 67 

Watching competitor, advertising appropriation, 59 

Welfare expense budget, 109, 200 
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